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THE EXCESS PROFITS TAX ACT OF 1950 * 


E. GORDON KEITH 


I. 
The Background of the Act 


HE circumstances under which the 

Excess Profits Tax Act of 1950 was 
enacted were unique in tax legislative 
history. Rarely has a major revision in 
the federal tax law been pushed through 
Congress with so much speed. Less 
than fifty days elapsed between the 
time when the Ways and Means Com- 
mittee of the House of Representatives 
began hearings on the bill and the time 
when the President signed it. More- 
over, this was accomplished in the face 
of very strong opposition on the part 
of the business community to such a 
tax at this time. Indeed, had the 
Korean conflict not taken an unfavor- 
able turn in December, it is possible that 
the writing of this particular statute 
would have been left for the 82d Con- 
gress. Both the administration and the 
leaders of the congressional tax com- 
mittees recognized the disadvantages of 
too much haste in drafting such a com- 
plicated piece of legislation, but the 
political pressures for the tax were 
strong enough to over-ride such con- 
siderations. 


ca . . . ° 
The author of this article is associate professor 
of finance at the University of Pennsylvania. 


193 


At the time of the invasion of South 
Korea by the armies of the North 
Korean government, and of this na- 
tion’s decision to join in the resistance 
to such unprovoked assaults, the House 
of Representatives had under considera- 
tion H. R. 8920, a tax bill which would 
have reduced certain excise taxes, closed 
some long-standing tax loopholes, and 
increased corporation income tax rates. 
Ever since the repeal of the World War 
II excess profits tax in 1945, there had 
been some talk of its re-enactment as a 
peacetime measure, but these proposals 
received little congressional support. 
As late as June 20, only a week before 
our decision to intervene in the Korean 
conflict, Representative Eberharter’s 
proposal to include an excess profits tax 
in the then pending revenue bill was de- 
feated in the Ways and Means Commit- 
tee. This bill was reported out by the 
Committee on June 22, and passed the 
House on June 29, two days after our 
intervention in Korea. 

Although the Senate leaders were in- 
clined to wait before taking any action 
on this bill, hearings on it opened be- 
fore the Finance Committee on July 5, 
with Secretary Snyder appearing as the 
first witness. The Secretary endorsed 
the Committee’s decision to proceed 
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with tax legislation “ in the full knowl- 
edge that present plans may need to be 
altered by developments in Korea,” and 
stated that he would not hesitate to ad- 
vise its members “if during the course 
of your consideration of this legislation 
it appears that we are confronted with 
a substantial increase in defense expen- 
ditures and strains on the economy.” * 
A week later, at the Secretary’s request, 
the bill was shelved. 

As unfolding events in Asia made it 
apparent that there would have to be 
substantial increases in taxes, considera- 
tion was given to the form which such 
levies should take. On July 19, Presi- 
dent Truman stated that as soon as a 
“ balanced and fair ” tax program could 
be worked out he would lay it before 
Congress. “This tax program,” the 
President said, “ will have as its major 
aim the elimination of profiteering.” ° 
A week later, when the President asked 
Congress for an additional $5 billion of 
taxes, his program did not include a 
levy on excess profits, although it was 
intimated that such a tax would be a 
part of the more comprehensive revenue 
program which was promised “as soon 
as possible.” On the other hand, a 
number of Congressmen were of the 
opinion that the taxation of excess 
profits should not be delayed. ‘“‘ The 
only answer to profiteering,” declared 
Senator O’Mahoney, “is an _ excess 
profits tax immediately enacted.” ® 

When, therefore, the Senate Finance 
Committee resumed consideration of 
the revenue increasing provisions of 


1 Statement of Secretary Snyder before the Senate 
Finance Committee, Treasury Release $-2386 (mimeo- 
graph) p. 18. 

2 The New York Times, July 20, 1950. 


3 The New York Times, July 24, 1950. 
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H. R. 8920, opinion was sharply dj. 
vided as to whether or not the bill 
should be amended to provide for the 
taxation of excess profits. Secretary 
Snyder indicated that the Treasury 
would not press for the inclusion of 
such a tax in the bill under considera- 
tion, and Senator George, the chairman 
of the Finance Committee soon made 
clear his opposition to it. The bill, he 
said, will pass without an excess profits 
tax, or there will be no bill at all.* Op 
the other hand, Senators O’Mahoney, 
Connally, and Douglas declared them- 
selves to be in favor of the tax, and 
began to line up support for a floor 
amendment which would over-ride the 
action which the Finance Committee 
was expected to take on this matter, 
Although the bill, without an excess 
profits tax, was reported out of the 
Committee on August 24, voting was 
deferred as both sides attempted to win 
majority support for their positions. 
On the 31st, Senators George and Milli- 
kin, the ranking Democratic and Re- 
publican members of the Finance Com- 
mittee introduced an amendment which 
directed the Committee to bring out 
“as early as practicable” in the mext 
session of Congress an excess profits tax 
bill that would be retroactive to Octo- 
ber 1, or to July 1, 1950. With this 
amendment attached to it, the bill was 
finally accepted by a small majority of 
the Senate membership on September 1. 

Meanwhile, moves were being made 
to bring the question of excess profits 
taxation to a vote before the House of 
Representatives. On August 3, the 
Ways and Means Committee had te- 
jected a proposal of Congressman Mills 
for immediate consideration of a tax on 


4 Ibid., August 9, 1950. 
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excess profits. But when the usual 
unanimous consent request was made 
for sending H. R. 8920 as amended by 
the Senate to conference, Representative 
Eberharter objected. As a result of this 
parliamentary maneuver, it became pos- 
sible for the House to express itself on 
the issue of excess profits taxation; and 
on September 14 this body went on 
record 331-2 as favoring action in the 
current session of Congress on an excess 
profits tax retroactive to July 1 or to 
October 1, 1950. By a vote of 36 
against to 34 for, the Senate rejected 
this House amendment. This action 
produced a deadlock between the two 
houses which was broken only after the 
leadership had pledged itself to bring 
an excess profits tax, retroactive in ap 
plication, to a vote late in 1950 or early 
in 1951. Given this pledge, the House 
of Representatives voted to accept H. R. 
8920 as amended on September 22, and 
the House leaders promised to have an 
excess profits tax measure ready for 
submission to that body when it reas- 
sembled on November 27, following the 
elections. Thus, the emergency tax 
bill requested by the President was 
passed without the inclusion of an ex- 
cess profits tax, but at the same time a 
firm commitment to report out an ex- 
cess profits tax bill as soon as practica- 
ble was accepted. In this way, Con- 
gress very neatly tied its own hands on 
this important issue and set the stage 
for the Excess Profits Tax Act of 1950. 


II. 
The House Bill 
Chairman Doughton of the Ways 
and Means Committee called his com- 


mittee together on November 15 to 
begin hearings in compliance with the 


directive contained in section 701 (a) of 
the Revenue Act of 1950 that it report 
an excess profits tax bill as early as 
practicable. On the previous day Mr. 
Doughton had received a letter from 
President Truman urging enactment of 
an excess profits tax and recommending 
that it be made retroactive to July 1. 
The President also suggested that the 
tax should be designed to produce addi- 
tional annual revenue of $4 billion at 
then current income levels. Secretary 
Snyder, appearing as the Committee’s 
first witness, outlined the Treasury’s 
proposals for reaching that revenue 
goal. In general, these proposals fol- 
lowed the pattern of the World War II 
tax in which corporations had been al- 
lowed to use either an earnings or an 
invested capital credit in determining 
the amount of income that would be 
subject to excess profits tax. In lieu of 
the 1936-1939 base period, the Secre- 
tary suggested that firms should be 
given the right to select any three of the 
four years 1946-1949, but that the ex- 
cess profits credit itself should be only 
75 per cent of the three-year average.® 
He also recommended that the treat- 
ment of corporations with deficits in 
more than one base-period year should 
be liberalized, and that sympathetic 
consideration should be given to the 
situation of corporations which were in- 
creasing their earning capacity during 
the base period. 

As regards the invested capital credit, 
Secretary Snyder suggested that the 
rates in effect at the close of World 


5 During World War II, the earnings credit was 
95 per cent of average earnings over the entire base 
period, although an adjustment of the income of the 
lowest of the four years was permitted whenever 
this amount was less than 75 per cent of the average 
income of the other three. 
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War II should be increased by about 
one-fourth or one-third in order to 
avoid discriminating against companies 
with low income in the base period.° 
He also urged a rather drastic change in 
the borrowed capital allowance. Under 
the World War II law, 50 per cent of 
borrowed capital could be included in 
invested capital, but at the same time 
corporations were denied, for the pur- 
poses of the excess profits tax, 50 per 
cent of the deduction ordinarily al- 
lowed for interest paid. This tended to 
favor corporations able to borrow at 
low rates of interest, since such com- 
panies gained much more from the ad- 
dition to the invested capital credit 
than they lost from the partial disal- 
lowance of the interest deduction. It 
also encouraged companies with good 
credit standing to borrow larger 
amounts than were actually needed in 
the business so as to avoid excess profits 
tax. On the other hand, the World 
War II borrowed capital allowance 
tended to penalize firms with poor 
credit standing whose excess profits net 
income might be increased as a result 
of the interest disallowance by as much 
or more than their credit was increased 
by the inclusion of 50 per cent of bor- 
rowed capital. To avoid these inequi- 
ties in the new law, it was suggested 
that the allowance for borrowed capital 
should be made proportionate to the 
rate of interest actually paid by the 
borrower. In other words, in addition 
to the full interest cost of borrowed 
funds, which would be allowed as a 


6 The World War II allowances in effect after 
1943 were: 
On the first $5 million of invested capital—8 per cent 
On the next $5 million —6 per cent 
On the amount of invested capital above 
$10 million 


—S per cent 


al 


deduction, it was proposed that cor. 
porations be given a supplementary in- 
vested capital credit equal to 25 to 35 
per cent of the amount of interest paid. 
To prevent abuse, it was suggested that 
the maximum allowance should be 
limited to 2 per cent of borrowed 
capital. 

Other suggestions made by Secretary 
Snyder for the revision of the World 
War II statute included a substantial 
modification of the so-called deficit rule, 
a more liberal allowance for new capi- 
tal, and the substitution of a $25,000 
minimum credit for the previous $10,- 
000 specific exemption. During the 
last war, corporations using the invested 
capital credit were allowed to include in 
their equity invested capital all money 
and property which had been paid into 
the company regardless of whether such 
property still existed or had been lost. 
This provision gave important and fre- 
quently undeserved tax advantages to 
firms whose capital had been impaired 
long before the war. The Secretary 
thought that it was possible to eliminate 
this discrimination by limiting the dis- 
regard of deficits to capital impairment 
attributable to recent years. As regards 
new capital, Secretary Snyder called at- 
tention to the need for a better align- 
ment of the treatment accorded cor- 
porations using the invested capital 
credit, on the one hand, and those using 
the earnings credit, on the other.’ He 
urged that recognition should be given 
to retained earnings in determining 


7 Under the World War II tax, corporations using 
the invested capital method were allowed a credit 
for new equity capital which was 25 per cent larger 
than the credit allowed on old capital. Corporations 
using the earnings credit were allowed a flat 8 per 
cent on new capital, but this did not apply to new 
capital arising from the reinvestment of earnings. 
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both the earnings and the invested capi- 
tal credits. In proposing a minimum 
credit in lieu of a specific exemption, 
the Secretary pointed out that this 
would concentrate relief in the lower 
net income brackets, and would reduce 
substantially the number of claims for 
general relief by small corporations. 

In concluding his testimony, Secre- 
tary Snyder suggested that the excess 
profits of corporations should be taxed 
at a flat 75 per cent rate, representing 
an additional levy of 30 percentage 
points over the 45 per cent corporation 
income tax. He was of the opinion 
that if the tax were imposed at this rate 
it would meet the President’s revenue 
request without impairing the economic 
incentives of business management and 
ownership. 

Following this statement of the 
Treasury’s recommendations, the Com- 
mittee heard the views of over 150 wit- 
nesses, most of whom represented busi- 
ness firms or organizations which were 
interested in the pending legislation. 
In order to conclude its hearings no 
later than November 22, the Commit- 
tee voted to notify all prospective wit- 
nesses that their testimony was to be 
limited ‘“‘ to matters relating to the kind 
of excess profits tax that should be en- 
acted and should not deal with alterna- 
tive forms of taxation.” *® It was also 
voted to limit the statement of each 
Witness to 15 minutes. As a result of 
the first of these limitations, those wit- 
nesses who preferred an increase in the 
corporation income tax rate to the en- 
actment of an excess profits tax were 
hot given an opportunity to expound 


8 Excess Profits Tax on Corporations, 1950. Hear- 
ings before the Committee on Ways and Means, 
House of Representatives, 81st Cong., 2d sess., p. 95. 
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their views. This did not prevent, 
however, many of the spokesmen for 
business firms or organizations from in- 
dicating their lack of sympathy with 
the Committee’s broad objective. 

Most of the witnesses accepted the 
Treasury’s premise that any new excess 
profits tax would be similar in structure 
to that in effect during World War II. 
Given the Committee’s mandate to re- 
port out a bill that could be acted upon 
by both houses of Congress before the 
end of the present session, there was 
clearly no time to consider a different 
approach. It was also generally agreed 
that the base period under the earnings 
credit would have to embrace years sub- 
sequent to World War II. But very 
few of the business representatives 
thought that the choice of three out 
of the four years 1946-1949, as recom- 
mended by the Treasury, would provide 
a fair base for the measurement of ex- 
cess profits, and practically all of them 
opposed the proposal to cut back this 
three-year average by 25 per cent. 
These witnesses also urged, as a rule, 
that the tax be imposed at a rate not in 
excess of 65 per cent.® 


Less attention was given to other 
Treasury recommendations, although 
the proposed liberalization of the treat- 
ment of capital additions was strongly 
endorsed. As regards the invested capi- 
tal credit, there was a fairly strong 
disposition on the part of industry 
representatives to allow higher rates of 
return than those proposed by the 
Treasury, and to have these rates estab- 
lished on an “ after-tax” rather than 


9 Summary of Excess Profits Tax Hearings before 
the Committee on Ways and Means, prepared by the 
Staff of the Joint Committee on Internal Revenue 
Taxation, Washington, 1950, pp. 1, 7. 
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on a “ before-tax ” basis.’ Rates rang- 


ing from 5 to 10 per cent after taxes 
were recommended. There was virtu- 
ally no discussion of the proposed 
change in the borrowed capital allow- 
ance, although one witness character- 
ized it as “a subsidy for financial in- 
stability.” '' On the other hand, a 
number of witnesses urged that 100 per 
cent of borrowed capital should be in- 
cluded in invested capital, with no al- 
Jowance for the interest deduction. 

The Ways and Means Committee 
concluded its hearings on November 
22, and promptly went into executive 
session for the purpose of drafting the 
new tax bill. On November 30, the 
Committee reported out H. R. 9827, 
otherwise known as the Excess Profits 
Tax Act of 1950. This bill, which was 
expected to yield $3 billion in a full 
year of operation, passed the House on 
December 4 by a vote of 378 for to 20 
against, after that body had rejected a 
substitute proposal offered by the Re- 
publicans by a vote of 252 against to 
145 for. 

In its major provisions, the House 
bill followed fairly closely the recom- 
mendations of the Treasury. For 1951 
and subsequent years, a 75 per cent levy 
was to be imposed on corporate profits 
in excess of a credit computed either by 
the average earnings or the invested 
capital method, but one of not less than 
$25,000. In computing the average 
earnings credit, the base period was to 


10 During World War II, an 8 per cent credit 
meant that a corporation could earn 8 per cent on 
its invested capital without being subject to excess 
profits taxation. If it earned only 8 per cent, how- 
ever, its rate of return, after the 40 per cent cor- 
poration income tax, would of course have been only 
5.8 per cent. 


11 Hearings, p. 617. 
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be taken as the years 1946-1949, with 
taxpayers as a general rule being per. 
mitted to eliminate the poorest of these 
four years, and to count the earnings 
of any remaining deficit years as zero, 
The resulting figure was then to be re- 
duced by 15 per cent, leaving the tax- 
payer with a credit of 85 per cent of its 
adjusted average base period net in- 
come. This was somewhat more gener- 
ous than the Treasury’s recommended 
25 per cent reduction. Moreover, the 
average earnings credit was to be in- 
creased to reflect one-half of any net 
additions to capital in 1948, and all of 
any such additions in 1949. 


Corporations using the invested capi- 
tal credit were to be allowed a 12 per 
cent rate of return on all equity in- 
vested capital up to $5 million, a 10 
per cent return on the next $5 million 
of such capital, and an 8 per cent return 
on all such capital in excess of $10 mil- 
lion. These rates represented increases 
over the World War II rates ranging 
from 50 to 66% per cent, which was 
considerably more than the Treasury 
had recommended. On the other hand, 
the bill incorporated the Treasury's 
proposal with respect to the treatment 
of borrowed capital in providing for a 
rate of return equal to 133 per cent of 
the interest payable on 100 per cent of 
borrowed funds. In other words, tax- 
payers were allowed to deduct the full 
amount of their interest payments, and 
also to increase their invested capital 
credits by one-third of such payments. 
The minimum amount by which the 
credit was to be increased was to be ! 
per cent of borrowed capital with a 
maturity of five years or more, and the 
maximum addition to invested capital 
was to be 3 per cent of total borrowed 
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capital." The definition of borrowed 
capital was also broadened to include 
debt evidenced by conditional sales 
contracts. Finally, invested capital was 
to be computed, not on the historical 
basis of money and property paid in, 
as during World War II, but on the 
basis of a corporation’s present assets. 
In other words, its invested capital was 
to be taken as its total assets less its 
total liabilities. This had the effect of 
automatically reducing invested capital 
by any net deficits incurred in past 
years. Net deficits incurred during the 
period 1946 to 1949, or during the 
period 1940 to 1949, depending on 
which period had the greater net deficit, 
were to be restored to invested capital. 

Taxpayers using either the average 
earnings or the invested capital credit 
were to be allowed to increase their 
credit for any net additions to capital 
since 1949. The bill allowed a flat 
rate of return of 12 per cent on all 
additions taking the form of equity 
capital, and one of 133 per cent of in- 
terest paid on all additions to borrowed 
capital. Reductions in invested capital 
made after 1949 were to decrease prior 
additions in the tax period at the same 
rate at which these increases were pre- 
viously made. Comparable adjustments 
were to be made in the case of any ad- 
ditional reductions in the tax years. 

In setting forth rules for the de- 
termination of income subject to excess 
profits taxation, the House bill provided 
for much the same adjustments in in- 
come as defined for purposes of the nor- 
mal and surtax as were made under the 


12 For a detailed discussion of the borrowed capi- 
tal provisions of the House bill, see Report of the 
Committee on Ways and Means, House of Repre- 
sentatives, to accompany H. R. 9827, pp. 7, 8. 


World War II law. In other words, net 
income both in the taxable year and in 
the base period was to be adjusted to 
exclude certain types of sporadic in- 
come and to take account of certain ab- 
normalities in the amount of income 
received in particular years as the result 
of claims, discoveries, the sale of patents 
etc., when at least a part of such income 
might be properly attributable to other 
taxable years. Instead of re-enacting 
the general relief provisions included in 
section 722 of the World War II law, 
however, the House bill undertook to 
provide automatic formulas for each of 
the most important types of cases en- 
countered under the old law. The 
cases thus provided for included those 
in which abnormal events had depressed 
earnings during the base period, and 
those in which new products had been 
introduced during that period. The 
bill also provided alternative bases for 
new and for growing corporations, the 
objective of which was to give com- 
panies able to qualify for relief a more 
liberal earnings credit than they would 
otherwise have had. In the case of new 
corporations, it was provided that use 
might be made of the average earnings 
experience of the industry of which the 
firm was a member. On the other 
hand, growing corporations might have 
their earnings credit based on the in- 
come earned during the last 24 or the 
last 12 months of their base periods.'* 
The House bill also permitted the 
use of the net operating loss carry-back 
and carry-forward in computing the 
net income of an excess profits tax year, 


13 Since the relief provisions of the 1950 act are 
being discussed in Mr. Oakes’s article in this issue of 
the Journal, only passing reference will be made to 
them here. 
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with the same rules applying here as 
apply in the case of the normal tax and 
surtax. The bill also provided for a 
carry-forward and carry-back of un- 
used excess profits credits, the carry- 
back being limited to one year, and the 
carry-forward to a maximum of five 
years. Unused credits resulting from 
the application of the $25,000 mini- 
mum credit could not, however, be 
carried forward. 

Following the precedent of the 
World War II law, producers of certain 
“strategic” minerals were exempted 
from excess profits tax with respect to 
income attributable to the mining of 
such minerals in the United States; and 
taxpayers deriving income from certain 
mining and timber operations, and 
from natural gas properties, were 
granted relief from this tax to the ex- 
tent that accelerated rates of output 
shortened the productive life of the 
producing properties. In addition, the 
bill also exempted income attributable 
to the domestic mining of “ critical ” 
minerals. These were defined as min- 
erals “which the agency administering 
the Defense Production Act of 1950 
certifies are essential to the defense ef- 
fort and which are mined from— 
(1) mineral properties developed and 
brought into production after June 25, 
1950, or (2) mineral properties not in 
production on June 25 but in produc- 
tion prior to that date, or (3) mineral 
properties from which, during the 
period 1946 to 1949, the income was 
less than the deductions.” 

A new type of relief in the form of a 
minimum credit was granted under the 
House bill to certain specified types of 
regulated industries. The effect of this 
provision was to give assurance that an 
excess profits tax would not be imposed 
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until after the regulated industries had 
earned a rate of return of 5 per cent or 
6 per cent on their total investment 
after paying corporate normal taxes and 
surtaxes. The 6 per cent rate of return 
applied to public utilities supplying 
telephone and telegraph services, elec- 
trical energy, gas, water, transportation 
of gas or oil by pipeline, and intrastate 
transportation of persons or freight, 
On the other hand, railroads regulated 
by the Interstate Commerce Commis- 
sion, and airlines regulated by the Civil 
Aeronautics Board were allowed a § per 
cent rate of return before becoming 
subject to the excess profits tax. 


Although the House bill in effect im- 
posed a 75 per cent tax on the excess 
profits of corporations,’* it tempered 
the severity of this levy somewhat by 
providing that the combined rate of the 
corporation income and excess profits 
taxes could not exceed 67 per cent of 
the corporation’s surtax net income. 
Hence, once a firm’s excess profits ex- 
ceeded by roughly 2.75 times its excess 
profits credit, it would be subject to an 
additional tax of 22 per cent rather 
than one of 30 per cent. Nevertheless, 
despite the fact that the credits were 
more generous and the rates lower than 
in World War II, the tax found little 
favor among businessmen. Although 
they had been unable to persuade the 
House of Representatives to substitute 
an increase in corporation income taxes 


14 Actually, the excess profits tax was an addi- 
tional tax at the rate of 30 per cent imposed on @ 
corporation’s normal tax net income after certain 
adjustments and reduced by the excess profits credit 
and any unused credit carried forward or back t 
the taxable year. This made it possible for the im 
come tax and the excess profits tax to be treated a 
one tax for the purpose of computing interest on 
refunds or deficiencies and for other administrative 
purposes. 
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for a levy on excess profits, the oppo- 
nents of the latter measure still hoped 
for success in the Senate as the spotlight 
shifted to the other end of the Capitol. 


III. 


The Senate Bill 


The Senate Finance Committee began 
its hearings on the new tax bill on De- 
cember 4, one day before the House 
gave its approval to that measure. The 
first witness was Secretary Snyder who, 
after reviewing the nation’s revenue 
needs and the case for increased taxes on 
corporate profits, offered his comments 
on the House bill. The features of the 
bill to which he raised objections were: 
first, its failure to raise the amount of 
revenue requested by the President; 
second, the preferential treatment ac- 
corded industries subject to public regu- 
lation; and third, the enlarged area of 
preferential treatment granted to the 
mining industry. In order to come 
closer to the President’s revenue goal, 
he urged the Committee to reduce the 
average earnings credit to 75 per cent 
of the average for the three best years 
as had been originally recommended by 
the Treasury. As regards the prefer- 
ential treatment granted to the public 
utilities and to certain mining com- 
panies, the Secretary argued first that 
the principle of granting tax exemp- 
tions on the basis of net income after 
tax would impair the effectiveness of 
the federal tax system for equitably dis- 
tributing tax burdens, and second, that 
further concessions to mining com- 
panies would, in some cases, give un- 
justified benefits, or encourage unpro- 
ductive diversion of essential resources.® 


15 Excess Profits Tax on Corporations, 1950. 
Hearings before the Committee on Finance, United 
States Senate, 81st Cong., 2d sess., on H. R. 9827, 
Pp. 53 ff. 
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Following the Secretary’s testimony, 
the Committee heard the statements of 
over eighty representatives of business 
organizations as well as those of a small 
number of other witnesses. Some of 
the business representatives appeared 
before the Committee for the purpose 
of arguing against the principle of ex- 
cess profits taxation. The majority of 
them, however, came to protest against 


specific provisions in the House bill. 


which they did not like, or to suggest 
additional relief provisions which they 
held to be needed in the interests of an 
equitable distribution of the tax burden. 


Most of this latter group objected to 
the 15 per cent cutback of average 
earnings in arriving at the earnings 
credit, while those whose companies or 
industries had had “ spotty ” earnings 
records during the base period urged 
liberalization of the best three out of 
four rule. Some wanted corporations 
to be able to take as their earnings 
credits the income of any one, or the 
average income of any two, base-period 
years, while others wanted to be able to 
include at least a part of their 1950 
earnings in their base-period averages. 
Still others wanted to have the oppor- 
tunity to use their 1936-1939 earnings, 
adjusted for price increases, as an alter- 
native credit. But the sharpest attacks 
on the credit provisions of the House 
bill related to the computation of the 
invested capital credit. Although the 
change from the historical capital ap- 
proach of the World War II law to the 
asset approach adopted by the House 
was generally approved, it was argued 
that inadequate provision had been 
made for deficits accruing prior to 1940 
which had resulted in capital impair- 
ment. It was also contended with 
reference to the proposed treatment of 
borrowed capital that the allowance of 
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the full interest deduction with an ad- 
dition to the excess profits credit of 
one-third of the interest paid would not 
provide an adequate credit, especially in 
the case of taxpayers with high ratios of 
debt to equity capital. 


The Committee’s attention was called 
to a number of special industry situa- 
tions which either had not been dealt 
with at all, or had not been adequately 
dealt with by the House in the opinion 
of the industry representatives. For 
example, representatives of a number of 
industries which had enjoyed phenome- 
nal growth during the period immedi- 
ately preceding the Korean crisis con- 
tended that the growth formula of the 
House bill was inadequate because it 
took no account of 1950 earnings. 
Others objected to the fact that the al- 
ternative credit for growth companies 
was limited to corporations which had 
assets of less than $20 million at the 
beginning of the base period. On the 
other hand, representatives of the pub- 
lic utilities objected to applying the 
minimum rates of return granted them 
in the House bill to the adjusted basis 
of their assets. They contended that 
this would give erratic and inadequate 
results, especially in view of the fact 
that the asset basis for tax purposes is 
generally lower than the base used by 
regulatory authorities in fixing rates. 
They urged that the base should be the 
total outstanding borrowed capital, 
capital stock and surplus as reflected on 
the corporate books of account. Some 
dissatisfaction was also expressed with 
the rates of return allowed as a mini- 
mum credit, especially by those indus- 
tries which had been granted only a 5 
per cent rate by the House. 
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Another major industry group that 
presented a special problem was the air. 
craft industry. Although there was a 
marked lack of uniformity in the ex- 
perience of individual firms in that in- 
dustry, the industry as a whole had 
suffered huge losses during the years 
1946 to 1949, although the industry 
output was far greater than during any 
pre-World War II period. As a result, 
it was argued, the average earnings 
credit provided by the House bill was 
wholly inadequate for this industry. 
On the other hand, the invested capital 
credit with the general “ recent loss ad- 
justment ” provision would, it was said, 
provide only limited relief for a few 
aircraft companies with an excessive net 
loss during the entire base period.’* To 
meet this problem, a credit was pro- 
posed under which 85 per cent of the 
percentage of average net income to 
gross receipts in the 14-year period 
1936-1949 would be applied to gross 
receipts in the taxable years. Alterna- 
tively, it was proposed that the growth 
formula of the House bill should be 
made specifically available to aircraft 
manufacturers without regard to the 
$20 million asset limitation, and that 
these companies should be permitted to 
use a credit equal to 150 per cent of. 
the credit actually used for the taxable 
yéar ending in 1945 under the World 
War II excess profits tax. 

The Finance Committee concluded 
its hearings on December 8, and re- 
ported out its bill ten days later. This 
bill was in most respects identical with 
the one which had passed the House, 
but there were a number of important 
changes. In the first place, the Com- 
mittee added to the 30 per cent addi- 
tional tax on excess profits a 2 per cent 


16 Senate Hearings, p. 549. 
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increase in the corporate surtax rate. 
This had the effect of raising the total 
tax on corporation income to 47 per 
cent, and the combined income and ex- 
cess profits tax rate to 77 per cent. At 
the same time it lowered the maximum 
effective rate of the combined taxes 
from 67 to 60 per cent. This meant 
that the 77 per cent rate would apply 
only to that portion of a company’s 
excess profits which did not exceed 
roughly 75 per cent of its excess profits 
credit. After that the additional tax 
on excess profits would be 13 per cent 
rather than 30 per cent. 

Second, the Committee discarded the 
House’s new borrowed capital formula, 
and provided instead for the inclusion 
of 100 per cent of borrowed capital in 
the invested capital base. Correspond- 
ingly, no deduction for interest was 
allowed in the determination of income 
subject to excess profits taxation. This 
not only restored the World War II 
method of treating borrowed capital, 
but greatly liberalized it for taxpayers 
able to borrow at relatively low rates of 
interest by doubling the amount of 
borrowed capital that they could in- 
clude in their invested capital credit. 
The committee also restored the so- 
called historical capital approach to the 
determination of equity invested capi- 
tal, although it retained the asset ap- 
proach as an alternative. This pre- 
served for corporations whose capital 
had been impaired before 1940 the 
right to disregard accumulated deficits 
in computing their invested capital. 
Taxpayers computing their invested 
capital under the historical capital ap- 
proach were, however, given a rate of 
return on net capital additions of 12 
per cent, 10 per cent, or 8 per cent, de- 


pending upon their rate bracket. Firms 
in the latter two brackets consequently 
received less favorable treatment than 
firms of comparable size using the asset 
approach. 

Third, the Senate Finance Committee 
made substantial changes in the general 
relief provisions of the House bill. It 
not only changed the method of arriv- 
ing at a substitute average base-period 
net income in cases where there were 
abnormalities during the base period, 
but it introduced two new relief cate- 
gories: first, cases where there was an 
increase in capacity during the base 
period, and second, cases of “‘ depressed 
industries.” At the time the bill was 
reported out, the Committee had not 
been able to work out a formula for the 
relief of growing firms with assets of 
more than $20 million in new and 
rapidly expanding industries (tele- 
vision), but a floor amendment was 
promised in the Committee Report. 
The Committee bill did, however, intro- 
duce a third alternative method by 
which growing corporations might 
compute their average base-period net 
income. The House bill had given 
firms eligible for this treatment the op- 
tion of using the last 24 months or the 
last 12 months in the base period, 
whichever was higher. The Committee 
proposed as a third option an amount 
determined on the basis of 40 per cent 
of the taxpayer’s earnings in 1950 and 
50 per cent of its earnings in 1949. 

The Finance Committee also pro- 
posed to liberalize the minimum credit 
granted to certain regulated utilities. 
The rate of return allowed airlines was 
raised from § per cent to 7 per cent, 
that allowed telephone and telegraph 
companies from 6 per cent to 7 per 
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cent, and that allowed railroads from 5 
per cent to 6 percent. It also provided 
that most of the utilities could compute 
their equity capital and retained earn- 
ings in the manner provided by their 
regulating bodies rather than by the 
means provided for ordinary corpora- 
tions using the invested capital base. 
This, as was noted previously, would 
tend to give the utilities higher credits 
than they would have had if they had 
been required to use the adjusted tax 
basis in valuing their assets. 


Although the Committee bill did not 
contain any provisions designed specifi- 
cally to give excess profits tax relief to 
the aircraft companies, it was generally 
understood that these companies would 
be able to qualify for relief under the 
new depressed industry formula. In its 
treatment of the mining industry, how- 
ever, the Senate Committee was some- 
what less liberal than the House had 
been, since the Committee’s bill in- 
cluded no provision for the exemption 
of any critical minerals. In defense of 
this exclusion, the Committee argued 
that the marginal producers of critical 
minerals could better be provided an in- 
centive to produce by provision of sub- 
sidies or bonus payments. On the other 
hand, it liberalized the World War II 
statute providing partial exemption for 
coal and iron mines and timber prop- 
erties not in operation during the base 
period. Whereas the earlier law had 
exempted one-sixth of the net income 
of these properties from excess profits 
tax, the Committee proposed to raise 
this proportion to one-third. It also 
proposed to extend the same treatment 
to natural gas and metal mining prop- 
erties not in operation during the period 
January 1, 1946 to June 30, 1950. 


[ Vox, IV 


Metal mining properties in operation 
during the normal period, but having 
an aggregate loss for this period, were 
also given the relief afforded by this 
provision. 

The Committee estimated that its 
bill would yield $3.2 billion in a full 
year of operation with corporate profits 
at the level existing in the calendar year 
1950.7 Since the increase in the corpo- 
rate surtax rate alone was expected to 
yield about $600 million annually, it 
can be seen that the other amendments 
made in the House bill had reduced its 
expected yield by some $400 million. 
Thus, instead of the $4 billion excess 
profits tax which President Truman had 
asked for, the Committee proposed to 
give him one that would yield about 
$2.6 billion. The Committee bill also 
provided that the excess profits tax 
should terminate as of December 31, 
1952. , 

The House bill as amended by the 
Senate Finance Committee was debated 
on the floor of the Senate on December 
20. At that time, Senator George of- 
fered a Committee amendment in- 
tended to liberalize the growth formula 
so as to make it apply to corporations 
which did not meet the tests included 
in the House bill, but which had evi- 
denced real growth “as the result of a 
rapid step-up in sales of a product of a 
kind which was not generally available 
to the public at any time before 
1946.”'8 The Committee bill was 
criticized by Senator O’Mahoney as 
being “excessively tender towards 


17 Report of the Committee on Finance, United 
States Senate, to accompany H. R. 9827, December 
18, 1950, p. 2. 


18 Congressional Record, 81st Cong., 2d sess. p. 
16974. 
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profits,” 19 and by Senator Flanders as 
being bad in principle, the latter urging 
that a 60 per cent corporation income 
tax would be preferable to the proposed 
excess profits tax."? The only serious 
attempt to increase the severity of the 
bill was made by Senator Douglas who 
objected to the reversion to the World 
War II treatment of borrowed capital, 
to the lowering of the effective rate 
ceiling, and to the virtual exemption 
from the tax of railroad corporations. 
The Senator’s motion to raise the ceil- 
ing rate from 60 per cent to 70 per cent 
was, however, rejected." Following 
this brief debate on the bill, it was 
passed substantially as it had been re- 
ported by the Finance Committee, and 
was sent to conference. 


IV. 
The Final Bill 


The House and Senate conferees met 
to iron out the differences between the 
two bills on December 21, and a con- 
ference report was submitted to the 
two branches of Congress on the fol- 
lowing day. With respect to most of 
the substantive points of difference, the 
House conferees accepted the Senate 
amendments. It was agreed, however, 
that the ceiling rate of effective tax 
should be raised from 60 per cent to 
62 per cent, and that the borrowed 
capital allowance should be reduced 
from 100 per cent to 75 per cent, with 
one-quarter of interest payments being 
made deductible in computing income 
subject to excess profits tax. The 
action taken by the conferees was ap- 


19 Tbid., p. 16976. 
20 Ibid., p. 16979. 
*1 Ibid, p. 17985. 


proved by both the Senate and the 
House, and the bill was signed by the 
President on January 3, 1951. 


V. 
Conclusions 


An excess profits tax bill is never an 
easy bill to write. Although the idea 
of taxing excessive profits has a tre- 
mendous popular appeal in times of war 
or heavy defense spending, the fact re- 
mains that there is no administrative 
procedure by which war profits can be 
certainly separated from normal peace- 
time earnings. Confronted by this 
fact, legislatures both in this country 
and abroad have generally followed the 
simple, but not very just line of as- 
suming that if, during a war, any firm 
makes more money than it was making 
before the war, the excess is a war 
profit. In other words, war profits are 
customarily defined, not as profits solely 
attributable to the war, but as profits 
exceeding the “ normal ” profits earned 
in ordinary peacetime years, preferably 
the three or four years immediately pre- 
ceding the war. 

This procedure inevitably leads to 
difficult equity problems in cases where, 
for a number of possible reasons, tax- 
payers did not enjoy what they regard 
as normal earnings during the base 
period. The aggrieved parties naturally 
present their cases to Congress, and 
Congress understandably lends a sym- 
pathetic ear to their complaints. The 
difficulty is that in the veritable flood 
of petitions for relief Congress cannot 
possibly give careful analysis to all of 
them. Consequently, in its desire not 
to impose undue hardship on any tax- 
payer, Congress is likely to relieve some 
corporations of taxes which they could 
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and should pay. As Senator Douglas 
pointed out in the Senate debate on 
H.R. 9827, “It is very difficult to enact 
a very severe tax bill.” In the case of 
an excess profits tax, the result is often 
a statute which looks severe, but which 
in fact is rather “ tender ” toward prof- 
ae 

Not only does the drafting of an ex- 
cess profits tax present difficult equity 
problems, but the tax must be formu- 
lated so as to minimize its undesirable 
effects on incentives for investment and 
for efficient production. Although the 
seriousness of these effects has fre- 
quently been exaggerated by those who 
hope in this way to forestall legislation 
of this type, the fact that the tax may 
discourage needed investment or may 
encourage wasteful spending cannot be 
altogether denied. Generally speaking, 
the decisions which businessmen make 
without reference to their tax conse- 
quences are probably better made from 
the point of view of the economy as a 
whole than the ones they make under 
the prompting of a tax advisor. Still, 
the adverse effect which the tax might 
have on investment needed for the de- 
fense effort can be, and during the last 
two emergency periods has been, sub- 
stantially offset by the allowance of 
rapid amortization on defense facilities. 
How much effect an excess profits tax 
has on different types of business spend- 
ing and business costs is still largely a 
matter of opinion, but the greater the 
effects are believed to be the more care 
must be exercised in drafting the law. 

The task which confronted the con- 
gressional committees which were given 
the mandate to report out a tax bill in 
the closing months of 1950 presented a 
number of special difficulties. In the 
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first place, the nation was not at war in 
the sense that we were at war in 1917 
and 1918, or from 1941 to 1945. This 
meant that the tax would have to oper- 
ate in a very different psychological and 
economic setting from the one in which 
it had operated in the past. Second, 
the period from which the normal 
earnings experience of corporations 
would have to be drawn for the purpose 
of measuring the extent of their defense 
profits was clearly anything but a per- 
iod of normal profits for most corpora- 
tions. And third, the rather sharp de- 
cline in the value of the dollar, since 
1940, had made even the _ invested 
capital standard a somewhat unreliable 
base on which to rest an excess profits 
tax. To all this must be added the 
fact that the committees were given 
weeks to do a job which ought to have 
taken months. 

The Excess Profits Tax Act of 1950 
is not a very good law. Aside from the 
fact that it is not severe enough to 
satisfy its friends, or innocuous enough 
to please its foes, the statute reflects at 
too many points evidence of the haste 
with which it was drafted, and of the 
compromises which had to be made if 
any bill was to be brought out within 
the time limits set. The law contains 
many makeshifts and expedients. For- 
mulas to meet special situations had to 
be thought up overnight, and without 
careful testing, were written into the 
law almost the next morning. The 
question whether the World War II 
approach to the taxation of war profits 
was the best approach for the present 
emergency could not even be raised, to 
say nothing of being given careful con- 
sideration. Under the circumstances, 
the surprising thing is, perhaps, that 
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the law is no worse than it is, although 
time alone will tell how serious its de- 
fects really are. 

In any case, we know that the new 
law continued some of the most criti- 
cized provisions of the World War II 
statute. The so-called deficit rule, al- 
though in effect eliminated in the 
House bill, was restored by the Senate, 
as was the earlier treatment of bor- 
rowed capital for purposes of the in- 
vested capital credit. Moreover, the 
committees in drafting the new law 
established a number of questionable 
precedents, most notably in the treat- 
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ment accorded regulated public utilities, 
and in their approach to certain aspects 
of the relief problem. While the law 
is not one which is likely to damage 
the American economy or impair the 
defense effort over the next two years, 
neither is it one with which we shall 
probably want to live for any pro- 
tracted period of time. Unless there is 
a sufficient improvement in the world 
situation to justify a reduced defense 
effort and lower taxes, the Excess Prof- 
its Tax Act of 1950 is certainly not 


the end of excess profits tax legislation 
for the decade of the fifties. 











ROLE OF INVESTED CAPITAL BASE IN 
EXCESS PROFITS TAXATION : 


DAN THROOP SMITH * | 


ie invested capital base for deter- tion in the present uncertainty must be 
mining earnings subject to excess made both in terms of a situation of 
profits taxation provides a useful al- limited mobilization, which will require 
ternative to an average earnings base. individual initiative in maintaining 
It is desirable both on economic and on efficiency and expanding capacity, and 
equity grounds. In analyzing the sig- alternatively for a situation so closely 
nificance of the invested capital base approaching total war that all efforts 
from these two standpoints, distinctions and activities must be directed to mili- 


we must be made between different types tary needs. , 
cx of companies; companies with depressed a er ) 
z earnings in the base period, new com- ; 
“s panies, and expanding companies may The damage to ate ster sues efficiency | 
on all in varying ways and to different de- from excess profits taxation arises from 
at grees be especially in need of an in- a marginal tax rate $0 high that It Sig | 
cs vested capital option. The discussion nificantly distorts business decisions re- 
= which follows is designed to deal briefly garding all sorts of expenditures. The : 
. with the economic and equity signifi- ¢xpenditures subject to this influence 
+ cance of an invested capital base for include such diversified elements as , 
these categories of companies. In addi- W48és, salesmen’s and entertainment ex- ; 
ie tion, two technical problems of general Pense accounts, shop maintenance, and 
‘a importance are noted: the treatment of research and development work, Any ( 
Li borrowed capital and the possible need reduced resistance to wage increases, or 
i" for adjustments in bases on account of 4"Y heightened tendency toward labor 
Pe changes in the price level during a hoarding by voluntary wage increases 
= period of continuing inflation. or job reclassification, will involve infla- 
i The harmful economic effects of ex- "0" of the worst sort. The more 0m , 
4 vious forms of waste and extravagance ( 


cess profits taxation arise through its 
adverse influence on efficiency and on 
expansion. The latter effect is espe- 
cially serious in a long-continued period 
of partial mobilization short of total 
war. An analysis of excess profits taxa- 


may be less serious from the general 
economic standpoint because they do 
not increase the general level of con- 
sumer incomes or bear directly on cost- ( 
of-living items, but they are inflation- | 
ary in a diffused way and also represent : 

* This article is adapted from a paper presented a wasteful utilization of resources 
at the Tax Institute Symposium on Excess Profits They are also indirectly inflationary in 
Taxation, December 9, 1950, to be published in a that they increase costs and are thereby 


forthcoming symposium volume. The author is . nae 
professor of finance at the Graduate School of Busi- likely to become the basis of price in 


ness Administration of Harvard University. creases. The effects of inefliciency may . 
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be greater in a period of limited mobili- 
zation, simply because there are more 
available ways to spend money. But 
the more limited consequences in a 
period of full mobilization may be rela- 
tively more serious because the country 
can less afford any waste of its resources. 

The invested capital option has no 
direct bearing on the inducement to in- 
crease deductible expenses. Indirectly, 
of course, to the extent that corporate 
income is removed from the category of 
excess profits income because of the 
existence of this base, there will be 
fewer corporations and less income sub- 
ject to this perverse influence of the 
excess profits tax. From this stand- 
point the invested capital base will be of 
significance in restricting the general 
pervasiveness of the tax-subsidized ex- 
penditures. Important though the sub- 
ject of waste and extravagance is in the 
national interest, it cannot be developed 
in any detail in this paper which is 
limited to the significance of the in- 
vested capital base. 


General Effects of Excess Profits 
Taxation on Economic Growth 


The invested capital base may be es- 
pecially useful in offsetting at least par- 
tially the generally adverse effects of 
excess profits taxation on economic 
growth. In an analysis of the influence 
of such taxation on growth, it is im- 
portant to distinguish between new and 
established companies, and between 
growth financed by retained earnings 
and new outside financing. In some 
Ways excess profits taxation actually 
will encourage the growth and expan- 
sion of individual firms. As already 
noted, outlays for research and develop- 
ment work will in effect be subsidized 


by taxation along with the outlays rep- 
resenting sheer waste and extravagance. 
To be sure, the net returns from new 
activities are likely to be at a lower rate 
than the returns from the existing ac- 
tivities of established companies if they 
are subject to excess profits taxation on 
any increments of income. This fact 
alone, however, will not preclude ex- 
pansion in those numerous situations 
where it can be financed out of inter- 
nally-available funds. In some in- 
stances, especially in widely-owned 
companies, corporate managements are 
as concerned with growth and expan- 
sion as they are with a maximum rate 
of return on the funds used in the busi- 
ness. In our dynamic economy it is 
also often true that individual com- 
panies must either go ahead or drift 
backward. Decisions on new develop- 
ment and expansion are not made sim- 
ply in terms of maximizing either the 
rate of profit or its aggregate dollar 
amount. 

But though excess profits taxation 
will not necessarily stop the expansion 
of established companies when ‘new in- 
vestment can be financed by internally- 
available funds, or perhaps even by bor- 
rowed funds, such taxation does seem 
likely to curtail drastically both the 
formation of new companies and the 
expansion of existing companies which 
require new equity financing. Therein 
lies the greatest long-run danger from 
this form of taxation, especially in a 
period during which expansion of this 
sort would otherwise be possible. It 
seems likely to solidify the competitive 
positions of those established companies 
which already have ample funds. By 
greatly discouraging the formation of 
new firms and the expansion of those 
existing companies which require new 
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stock financing, this form of taxation 
will, over the years, so freeze the rela- 
tive positions of individual companies 
within our competitive structure that 
we shall as a nation lose much of the 
drive and initiative which have made 
us strong in the past and which we 
must continue to have in the future if 
we are to remain strong. 


Invested Capital Base under 1950 
Excess Profits Tax 


As a preliminary to a more detailed 
discussion of problems in connection 
with the invested capital base it will be 
helpful at this point to summarize the 
main provisions of the 1950 act which 
bear on the invested capital base. The 
current excess profits tax permits the 
invested capital credit to be computed 
in two ways, according to the “ histori- 
cal capital method” or the “asset 
method.” 


The historical capital method is es- 
sentially the same as that used in World 
War II and need not be explained here 
in detail. Its distinguishing feature, 
as compared with the asset method, is 
that a net deficit—that is, any deficit 
remaining after deducting deficits of 
loss years from earnings of profitable 
years—need not be offset against paid- 
in capital and paid-in surplus. This 
feature of the historical capital ap- 
proach was of great value to the rail- 
roads and a few other similarly situated 
industries during World War II. The 
relative absence of seriously depressed 
industries since 1940, however, will 
tend to limit the current importance 
of the historical capital approach. 

The rates of return allowed under 


the invested capital credit are higher 
than during World War II. Twelve 


per cent is allowed for the first $5 mil- 
lion of invested capital, ten per cent 
for the next $5 million, and eight per 
cent for all amounts over $10 million, 
In addition, the treatment of borrowed 
capital is more generous; three-fourths 


of all borrowed capital is counted as in- © 


vested capital rather than one-half as 
in World War II. 

The asset method of computing the 
invested capital credit is an innovation 
as compared with the World War I and 
II precedents. As the name implies, the 
first step under this method is to com- 
pute the net assets of the corporation, 
that is, the difference between its total 
assets (valued generally at their ad- 
justed basis for gain) and its total lia- 
bilities. No distinction is made, as in 
the historical capital approach, between 
paid-in capital or surplus and accumv- 
lated earnings and profits (or deficits). 
The next step in the computation is to 
increase the amount of the company’s 
net assets by the “recent loss adjust- 
ment,” that is, the sum of any net 
deficit in the period 1946 through 1949, 
or 1940 through 1949, whichever is 
greater. The net deficit is the excess, 
if any, of operating losses over net in- 
come during either of these periods. 

The effect of the recent loss adjust- 
ment is to prevent a net deficit since 
1940, or 1946 as the case may be, from 
reducing either the paid-in capital or 
the accumulated earnings of the com- 
pany up to 1940, or 1946. Conse- 
quently, generally speaking, the asset 
method is more favorable than the his- 
torical capital method for corporations 
with recent losses. The historical capi- 
tal method, however, is more favorable 
for taxpayers with net deficits over the 
total period of their existence since it 
permits them to obtain as a credit the 
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full amount of their paid-in capital 
despite the fact that much of it may 
have been dissipated by later losses. 


An additional feature of the asset 
method under the current act is that a 
special allowance is made for “‘new capi- 
tal.” New capital is defined, essen- 
tially, as the sum of (a) the increase in 
equity capital, whether paid-in or re- 
tained, between the beginning of the 
taxpayer's first excess profits tax year 
and the beginning of the tax year in 
question, (b) paid-in equity capital 
during the tax year, treated on an aver- 
age basis, and (c) three-fourths of the 
increase in borrowed capital during the 
tax year over the amount of borrowed 
capital as of the beginning of the tax- 
payer’s first excess profits tax year. A 
twelve per cent rate of return is allowed 
on all such new capital, regardless of 
the size of the corporation. The pro- 
vision, however, is of benefit only to 
corporations whose invested capital is 
in excess of $5 million, since the rate of 
return allowed on the first $5 million 
of invested capital is twelve per cent 
quite apart from the new capital pro- 
Vision. 

The liberalization of the distinction 
between “old” and “ new ” capital is 
one of several indications in the current 
excess profits tax of an increasing 
awareness on the part of Congress of 
the undesirable impediment which an 
excess profits tax places in the way of 
normal business expansion. The cur- 
rent act, however, fails to make an ex- 
ceedingly important additional distinc- 
tion, namely, that between new paid-in 
capital and new capital obtained by re- 
taining earnings. As is argued later in 
this article, a strong case can be made 
fora much more generous treatment of 
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new paid-in capital than of retained 
earnings.’ 


Significance of Invested Capital Base 
for Depressed Companies 


The invested capital base during 
World War II was notably advanta- 
geous for companies with low rates of 
return in the prewar years 1936-1939. 
Most railroads, especially, had operated 
all during the 1930’s at deficits or small 
profits. If all increases in income above 
the average for the 1936-1939 base had 
been taxed as excess profits, they would 
not have been able to retire debt and 
reconstitute their capital structures in 
the way so many of them actually did 
during the war and during the immedi- 
ate postwar years. The availability of 
the invested capital base unquestionably 
meant that the railroads were able to 
benefit from the tremendous expansion 
in traffic induced by the war to a much 
greater degree than was the case in other 
industries which did not start with the 
same depressed level of earnings. The 
decision to allow this option was made 
consciously, apparently on the assump- 
tion that even greatly increased profits 
directly attributable to the war should 
not be subject to special war taxation 
until they exceeded the specified rates 
of return on invested capital. This 
public policy is certainly defensible on 
economic grounds as a means to permit 
an industry to strengthen its financial 
structure, and to expand out of both 
retained earnings and new financing. 

1 This summary of the treatment of invested capi- 
tal under the current act is not intended to be com- 
plete and many detailed provisions, such as the treat- 
ment of capital reductions and the adjustment for 
inadmissible assets, are not even mentioned. The 
purpose of the summary is to highlight the outstand- 


ing changes introduced by the current act as a basis 
for the following analytical discussion. 
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As regards the matter of equity, the 
invested capital option appears with 
some exceptions to be a fair device for 
companies with low earnings in the base 
period. In those situations where com- 
panies have for many years had low 
earnings, and where a large proportion 
of the existing security holders may 
have bought their securities at prices 
reflecting a virtual permanent depres- 
sion, even a modest 6 or 7 per cent al- 
lowed rate of return, however, may 
permit a very great and perhaps un- 
conscionable indirect benefit to the 
present owners for a national emer- 
gency. Certainly I would distinguish 
in my own mind between a normal 
return for such a situation and the 
normal return appropriate for a tem- 
porarily depressed company or a new 
venture seeking new funds. A com- 
parable problem arises in the definition 
of invested capital in companies which 
may have had their original capital im- 
paired many years prior to the imposi- 
tion of an excess profits tax, with most 
of the present investors in it having 
purchased their securities subsequent to 
the impairment. The issue here turns 
on whether one considers the corpora- 
tion purely as a separate entity, with its 
invested capital abstracted from the 
actual investments of the present secu- 
rity holders, or as being composed of 
the aggregate investment of its present 
owners. In any event, unjustified 
windfalls are much more likely to occur 
under the historical capital approach 
than under the net asset approach. 


Invested Capital Base for 
New Companies 


The reason why an excess profits tax 
will discourage the formation of new 


[ Vor. IV 


companies can be described in very sim. 
ple terms. When the stocks of existi 

established companies are available to 
investors at prices ranging from four to 
ten times earnings, investors with idle 
funds are not likely to put them into 
completely new ventures with all the 
attendant risks of loss unless they can 
see the prospect of even higher rates of 
return. A return limited to 12 per cent 
on the invested capital, though it seems 
quite generous when stated abstractly, 
is altogether inadequate when alterna. 
tivé investments are available at even 
more favorable price-earnings ratios, 

The invested capital base can be of 
great importance to new corporations, 
but for them the allowed rate of return, 
to be effective, is likely to have to be 
much higher than that appropriate for 
previously depressed companies. In the 
absence of any prior history of earnings, 
this base may be, as was true under the 
tax in effect during World War II, the 
only one available for new companies. 
The adequacy of any invested capital 
allowance must be appraised in terms of 
the existing financial situation. It is in 
this connection that the available re- 
turns on alternative investments, al- 
ready alluded to, become especially 
significant. 

In an absolute sense a rate of return 
of 12 per cent, as now allowed for new 
capital under the current excess profits 
tax, would seem fairly adequate. Cer- 
tainly it is greater than that earned on 
many investments in new ventures. 
But the very fact that such a high pro- 
portion of new enterprises are unsuc- 
cessful means that the possibility of a 
very high rate of return is necessary to 

2 Special relief provisions are available for new 


companies under the 1950 act. See the accompany- 
ing article by Mr. Oakes. 
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induce investors to risk their funds. 
Companies that are already established 
are not likely to be liquidated if their 
returns are limited to 12 per cent, but 
it in no sense follows that this same rate 
of return will be sufficient to attract 
funds for new activities. 

Any investor with free funds will al- 
most certainly be aware of the returns 
available to him from a variety of al- 
ternative investments. Anyone con- 
templating putting his money into a 
new company will inevitably compare 
the return to be realized from it with 
the returns available from the stocks of 
established companies whose securities 
are listed on the major stock exchanges. 
There are, to be sure, some individuals 
who are so anxious to achieve the inde- 
pendence of action and other non- 
pecuniary advantages that arise from 
running their own companies that they 
may be dominated in their decisions by 
reasons other than the prospective rate 
of return. Passive investors, however, 
whose funds must be secured to supple- 
ment those of the active participants, 
will not be motivated to any apprecia- 
ble degree by these considerations. For 
them the yields, the price-earnings 
ratios, and the price-asset value ratios of 
listed stocks will set the norms against 
which they will appraise prospective in- 
vestments in new companies. 

It is in connection with these norms 
established by market valuations that a 
12 per cent return on invested capital 
before income taxes appears to be alto- 
gether inadequate. Relatively few 
stocks now sell at prices equivalent to 
8% or 10 times earnings. This historic 
norm of capitalization, so commonly 
teferred to during the twenties, has 
been notably unrealistic ever since the 
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last war. Many stocks in well-estab- 
lished companies have sold at prices 
equivalent to no more than four to six 
or eight times earnings after taxes. A 
commitment of free funds to a new 
venture in effect limited to a 12 per 
cent return on the investment before 
the regular corporate tax would be ex- 
tremely irrational in the present finan- 
cial situation. Though investors are 
frequently irrational, it would seem 
very unwise for society to gamble on 
any such degree of long-continued 
foolishness on their part as would be 
required to provide continued invest- 
ment in new companies subject to a 12 
per cent limitation on invested capital. 

This line of analysis must not be 
taken to mean that no new ventures 
can be sufficiently attractive to be 
financed under an excess profits tax 
even with a 12 per cent invested capital 
base. There are of course many types 
of completely new developments which 
show sufficient potentiality for the crea- 
tion of a high capital value which can 
be realized through the sale of the com- 
pany to a larger established one once 
the product or process is proven to be 
satisfactory. Companies of this sort 
would continue to be created, but the 
investors in them, it will be noted, can 
realize on their investments to a sig- 
nificant degree only by selling the com- 
pany when its success is achieved. This 
indirect encouragement of the sale of 
those new companies which are success- 
ful appears contrary to many of the 
fundamental objectives of public policy. 

A comparison of the asset values 
represented in the stocks of established 
companies with those of new companies 
yields results analogous to those arising 
from the comparison of prospective 
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earnings. By definition, when one puts 
money into a new venture he is buying 
his stock at asset value because the only 
assets which the company has are those 
represented by the investment currently 
made. In contrast, the stocks of a great 
many established companies are selling 
at prices even below their book values, 
which in turn are substantially below 
the present replacement cost of the as- 
sets. Thus an investment in an estab- 
lished company may in effect be made 
at a discount as compared with one in 
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capital provided directly or indirectly 
by the government, were able to earn 
quite fabulous rates of return on their 
limited private invested capital. In q 
long-continued defense emergency such 
shoestring operations should be unneces- 
sary and should not be fostered by goy. 
ernment credit. Though the Ceiling 
provision did permit some extortionate 
profits to remain in private hands dur. 
ing the last war, such ceiling limitations 
are on balance desirable and necessary 
features. They are especially important 





a new venture. The prospects of gain to new companies. 


C7, from the new company thus must be 
_— Allowances for Additions to Invested 


a conspicuously high in order to offset : 
88 this lily A limitation on the C4? ital by Established Companies 

= rate of return to such a figure as 12 Established companies, whether using 
oo per cent will have the effect of negating the average earnings base or the in- 
“i the necessary prospective gain. vested capital base, must be given 
26 The acual importance of the allowed increased credits in computing their 

z rate of return under an invested capital excess profits taxes when they increase 
aw base depends, of course, on the rate of their invested capital by issuing new 

ew any excess profits tax imposed, and, stock. For reasons analogous to those 

i perhaps even more importantly, on any applicable to new companies, the al- 

».. over-all ceiling rate which may be es- lowed rates of return on new invested 

i>. tablished. The preceding discussion has capital may have to be quite high, un- 
Se, proceeded on a tacit assumption that der existing market conditions, if ex- | 
earnings above the allowed base will pansion through such financing is not | 
= continue to be subject to extremely to be unduly discouraged. By contrast, | 
bal high marginal rates. To the extent increases in invested capital through the ) 
— that the rate of the excess profits tax retention of earnings do not require ot | 
at stops short of a confiscatory level, and justify equally high rates of return. 


if in addition there is a reasonable over- 
all ceiling limit, the possibility of very 
substantial earnings may still exist for 
new companies formed in a highly in- 
flationary situation, with assured mar- 
kets arising perhaps from government 
contracts. It was notably true during 


World War II with the over-all ceiling 
of approximately 72 per cent, net of 
the postwar refund, that many small 
defense plants, financed on little more 
than a shoestring, with the bulk of the 


It seems both fair and reasonable that 
an established company should secure 
new funds by the issuance of additional 
stock only when it can do so without 
seriously diluting the equity interest of 
the existing common __ stockholders. 
When a company’s stock is selling at 
five times earnings it must accordingly 
be able to earn at the rate of 20 per 
cent after taxes on new funds in order 
to maintain the previous rate of earn- 
ings per share. If the stock is selling at 
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10 times earnings, it must be able to 
earn 10 per cent after taxes on the new 
funds. In view of the price-earnings 
ratios which have existed in the market 
for the past several years, an allowed 
rate of return of the order of 10 to 12 
per cent before income taxes would 
thus be quite inadequate for most com- 
panies. The allowed rate on new capi- 
tal is stated without reference to the 
ordinary corporate tax, which means 
that earnings of 12 per cent before 
taxes would amount to only 6 per cent 
after taxes under a general tax rate of 
about 50 per cent. To earn 12 per cent 
after taxes a company would have to 
earn about 24 per cent before taxes. 
The significance of the preceding 
paragraph is quite simple: in establish- 
ing allowed rates of return on new in- 
vested capital secured by stock issues, 
the tax law must take account of the 
existing financial realities rather than 
be founded on some abstract concept of 
normal returns. The market rates of 
capitalization of current and recent 
earnings are low in a historical sense. 
They are of dominant significance both 
for new companies seeking original 
capital and for established companies 
seeking additional capital. For new 
companies, as noted above, the high 
rates of return available in the mar- 
ket are important because they must 
be at least equalled if funds are to 
be secured from investors. For es- 
tablished companies issuing new stock, 
the problem often is not that of be- 
ing unable to secure funds, except in 
those periods when the markets are so 
thin that they simply will not absorb 
additional offerings. Under most con- 
ditions additional stock can be sold at 
4 price, which is usually not very far 
below the existing market price. The 
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importance of the market conditions 
lies in the fact that the current price 
may be so unfavorable that total earn- 
ings will not be increased in proportion 
to the increase in the number of shares 
outstanding. 

In my opinion, an issuance of new 
stock at a price which involves dilution 
of the interests of existing stockholders 
comes very close to being a fraud 
against those stockholders unless it is 
vitally necessary to secure funds to pre- 
vent a real deterioration in a company’s 
competitive position. Some manage- 
ments may be willing to expand under 
conditions that involve dilution of the 
interests of existing stockholders, and 
some stockholders may be willing, per- 
haps through ignorance, to have their 
interests thus diluted. But it is poor 
public policy to establish a structure of 
taxation under which growth through 
stock financing can occur only when 
stockholders are naive and managements 
ignore their interests.* 

The need for an increase in the ex- 
cess profits credit to induce the reten- 
tion of earnings appears to be quite 
different from that which arises when 
the new capital is secured by new stock 
issues. During World War II no pro- 
vision was made for any increase in the 
excess profits credit to reflect increased 
invested capital arising from retained 
earnings for companies using the aver- 
age earnings base. This provision 
meant, of course, that increased earn- 
ings were treated similarly and sub- 
jected to excess profits taxation whether 

3In this analysis I have ignored the question of 
stockholders’ rights. If, in fact, all stockholders buy 
new stock pro rata, such dilution as occurs is in 
most respects not significant. In the more common 
circumstances in which a substantial fraction of the 
stockholders do not themselves exercise their rights, 


the dilution referred to above is significant regard- 
less of the existence and sale of the rights. 
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Though a substantial allowance jn 
the excess profits base does not seem 
necessary to induce the retention of 
such earnings, if the tax is long-con- 
tinued a failure to allow net income to 
increase in proportion to the earnings 
retained is likely to discourage subse. 
quent stock issues. As assets are built 
up through retained earnings, new stock 
would have to be sold at higher prices 


they represented a higher rate of return 
on the constant capital of a stable com- 
pany or the expected growth in earn- 
ings of an expanding company. It does 
seem reasonable to me that the tax 
treatment of these two situations should 
be different. A higher rate of return 
on a given capital investment, and per- 
haps even on a given physical volume of 
business, certainly appears to indicate a 


different tax-paying capacity than the 
same increase in total earnings arising 
out of an increased volume of business 


to permit increases in assets (and earn- 
ings) proportionate to the increase in 
the amount of stock outstanding, 


based on an increased equity invest- When the price of stock is not in line 


iv ment. Accordingly, I believe the al- with its asset value, new stock issues 
ie" lowance made in the present excess are discouraged. And when earning 
os profits tax for retained earnings even ON New assets are kept to a level below 

et for companies using the average earn- the going rates, the market price of the 

T ings base is sound in principle though stock is likely to lag behind the increas 

i perhaps unnecessarily generous in 19 Its asset value. ; Thus, from the 

aed amount. From the standpoint of the standpoints of equity and short-run 
a economic effects and of equity there is ¢Conomic effects, the rate which would 

ey no need for this rate to be so high as have to be allowed on retained earnings 
ts that needed for increased capital secured in order to provide a reasonable incen- 


tive for expansion might be appreciably 


by the issuance of new stock. 
lower than the 12 per cent provided in 


‘1a An expansion of a company’s capital 

brats, : 
7 through the retention of earnings quite the law. The long-run economic 
_ effects of a low allowed return would, 


ie obviously does not involve any dilution ‘ici eae 
however, be similar in many respects to 


i) of the per-share interest of the stock- h = £ anes 

= holders; by definition it involves an in- seed yeas d wieisa cae a c 
‘ age : on new . 

SS crease in their interest. Retention, to oe oe een 


the extent possible, is likely to continue 
regardless of the existence of a tax al- 
lowance for it, though an increase in 
the base would reduce the tax and hence 
make more funds available for reten- 
tion. In view of the high rates of tax 
applicable to individual income, includ- 
ing dividends, corporate use of the 
funds, even when the income therefrom 
is subjected to quite high excess profits 
rates, may well in the long run give a 
higher ultimate return to stockholders 
than their immediate distribution. 


Summary on Invested Capital Base 
for New and Expanding Companies 


The invested capital option may have 
a very direct bearing on the formation 
of new firms and the expansion of 
existing ones. The question is whether 
the normal rate of return allowed on 
invested capital is adequate to induce 
investment and to obviate dilution. 
For the reasons already indicated, it 
seems probable that in the light of ex- 
isting market rates of various sorts the 
allowed rates of return are not adequate 
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with excess profits tax rates at very high 
levels. This is not to say that the in- 
vested capital option with the current 
rates of normal return is not significant. 
It is quite clearly a move in the right 
direction. If the excess profits tax rate 
is kept below very high levels, there 
may still be, in many situations, a 
chance of enough net income after all 
taxes to encourage investment and jus- 
tify expansion. The fact remains, how- 
ever, that many, if not most, new com- 
panies will be at a substantial disad- 
vantage because of taxation in seeking 
new capital. Also, many if not most 
established companies will be justified 
in issuing new stock only if they can 
anticipate earnings on the assets thus 
secured at a higher rate than that cur- 
rently secured on existing assets, or if 
they obtain unusual benefits through 
accelerated amortization of emergency 
facilities and a high leverage on bor- 
rowed funds. The discouragement to 
growth and expansion other than that 
which can reasonably be financed from 
internally available funds thus seems 
very clear in spite of the apparently 
generous invested capital base provided 
by the current law. 


Borrowed Capital 


During World War II, half the bor- 
rowed capital was included in the base, 
and only half of the interest on such 
capital was allowed as a deduction. 
Even under this arrangement some com- 
panies were able to increase their net 
incomes after taxes by borrowing at 
low rates of interest even though they 
made no use whatsoever of the bor- 
rowed funds; for them, the benefit 
from the increased tax base exceeded 
the interest cost. The present law per- 
mits the inclusion of 75 per cent of 
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borrowed capital in computing the 
excess profits base, and allows only 25 
per cent of the interest paid as a deduc- 
tion in computing excess profits net 
income. This change has increased the 
advantages of borrowing. 

Various alternative proposals were 
advanced during the hearings on the 
Excess Profits Act- of 1950 as a means 
of overcoming this defect. Secretary 
Snyder suggested that the full interest 
deduction be allowed but that some 
fixed percentage—25 or 35—of interest 
payments be added to the excess profits 
credit. This was stated to make the in- 
crease in credit proportionate to the 
actual interest cost, thereby balancing 
the advantage of such increases in credit 
as between borrowers who paid differ- 
ent interest rates. Much of the testi- 
mony of other groups indicated a pref- 
erence for a full allowance of borrowed 
capital in the invested capital base, with 
no allowance for the interest deduction 
in computing excess profits income. 

Some recognition of borrowed capital 
does seem appropriate, if for no other 
reason than to take account of the 
greater vulnerability of an equity in- 
terest which is subordinated to a sub- 
stantial amount of debt. On the other 
hand, the present provisions lead to a 
situation in which for many, if not 
most, companies the tax advantage of 
borrowing quite clearly exceeds the in- 
terest cost. A law which thus posi- 
tively encourages borrowing, or, in 
some instances, even the substitution of 
debt for equity funds, is a truly per- 
verse one in terms of its general effects 
on business financing.* 


4 The law limits the amount to be treated as bor- 
rowed capital to such indebtedness as is “ incurred in 
good faith for the purposes of the ‘business.” The 
phrase presents difficult administrative problems and 
invites litigation. 
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On the whole, a treatment of bor- 
rowed capital somewhat along the lines 
proposed by the Treasury and adopted 
in the House bill appears to have real 
merit. Additional problems exist in 
the definition of invested capital, relat- 
ing to the particular forms of indebt- 
edness or comparable items which are to 
be included. The present law provides 
for the inclusion of indebtedness evi- 
denced by conditional sales contracts 
and bank loan agreements. Other spe- 
cial forms have been suggested but do 
not seem of particular importance. 


Adjustment for Inflation 


A final long-term problem arises in 
connection with possible adjustments 
in excess profits bases related to changes 
in the price level. If one must contem- 
plate an excess profits tax continuing 
more or less indefinitely during a period 
of general inflation, a normal return 
established in terms of original high- 
value dollars will become increasingly 
inadequate as a measure of reasonable 
return based upon the reproduction 
cost, and hence presumably the actual 
current value, of fixed capital equip- 
ment and Lifo inventories. A return 
of 12 per cent on a base originally 
valued at $1 million, would for ex- 
ample represent only 6 per cent on the 
value of the assets if they had all 
doubled in price. Some reference was 
made in the recent House hearings to 
possible upward revisions of excess 
profits bases, both invested capital and 
average earnings, in recognition of the 
past depreciation of the dollar. 

This subject is a very large one, the 
importance of which will of course be 
related directly to the degree of infla- 
tion which we have in the future and 


to the rate of the excess profits tax im. 
posed. The problem might becom 
especially acute for companies with 
large fixed capital investments which 
are to be replaced, as they should be re. 
placed, out of internally  availabk 
funds. The difficulty of financing such 
replacements without some special al. 
lowance for depreciation based on re. 
placement cost was, of course, a familiar 
topic in the years immediately after the 
war. At that time I did not believe 
that the degree of inflation justified an 
aggregate tax allowance in excess of 
100 per cent of original cost. If, how. 
ever, an excess profits tax were to be in 
existence under conditions of compar- 
able or even greater inflation, I can well 
imagine that some special adjustment 
might be necessary. 

More fundamentally, a very high 
rate of excess profits taxation imposed 
on preinflation bases will in the long 
run have the effect of making an equity 
interest, which presumably in some 
way represents real values, little better 
than an investment fixed in terms of 
dollars. Though the replacement cost, 
and hence presumably the market 
value, of the individual asset items of a 
company may have increased, if the 
“normal ” return on them is tied to an 
original dollar measure of invested cap- 
ital, the value of the complex of assets 
as a going concern will be based ona 
capitalization of the allowed rate of 
earnings and will not reflect the infla- 
tion. Under these conditions going- 
concern values may fall far short of 
liquidating values. This appears to me 
to represent a major problem from the 
standpoint both of equity and eco 
nomics. It is one which may unhap- 
pily call for much attention and study 
in the years to come. 
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GENERAL RELIEF UNDER THE EXCESS 
PROFITS TAX 


EUGENE E. OAKES * 


O portion of the structure of an 
excess profits tax is more impor- 
tant from the point of view of effect on 
the revenues or the acceptability of the 
tax than the so-called general relief pro- 
visions. These are designed to provide 
relief for hardship cases in industry 
generally, and are to be distinguished 
from the provisions applying to spe- 
cific industries, such as the minimum 
credit for regulated industries and the 
exemptions for the mineral indus- 
tries ** contained in the present excess 
profits tax law.’ 
Since the excess profits tax is char- 
acterized by the imposition of very 
heavy rates, unusual precision is re- 
quired in the definition of the base 
upon which the tax is imposed. As a 
general rule, inequalities and inconsist- 
encies which are tolerable so long as the 
* The author is an economist in Washington, D. C. 
He wishes to acknowledge the valuable comments 
made on a preliminary draft of this paper by Messrs. 
Gordon Keith, Russell Oram and H. J. Donnelly, 


who are of course in no way responsible for the 
opinions expressed herein. 


** Eprror’s Note: The next issue of the Journal 
will carry an article by Douglas H. Eldridge which 
discusses “‘ Extractive Industries and the Excess Profits 
Tax.” Space limitations prevented inclusion of the 
article in this issue. 


1 Public Law 909, 81st Cong., 2d sess. The mini- 
mum credit for regulated industries is section 448. 
Secs. 450 and 453 provide exemptions for the mineral 
industries. The general relief provisions are secs. 
435(e) and 442-447, 


tax rate is low become increasingly 
troublesome as the rate is raised. Be- 
cause of the high rate characteristic of 
an excess profits tax, the hardship cases 
which occur under it cannot be ignored. 
Moreover, it is apparently not possible 
to make satisfactory provision for such 
cases under the general rules of the tax. 
This is true even when the law permits 
a choice between an average earnings 
credit and an invested capital credit, 
and is equipped with such devices as the 
minimum credit, the option to eliminate 
the worst year in the base period, the 
extended carry-forward of unused ex- 
cess profits and operating loss credits, 
and the adjustments for capital addi- 
tions during and after the base period 
which are a part of the current law, 
Numerous cases will nevertheless arise 
in which the peculiarities of the tax- 
payer’s experience or of its method of 
doing business will result in the imposi- 
tion of a tax out of all proportion to 
that imposed on similar taxpayers. 
Therefore, it is necessary to include in 
the law provisions of general application 
which will provide an alternative credit 
in these hardship cases. 

The need foresuch provisions is of 
course much greater if the tax is im- 
posed during a period of semimobili- 
zation than during a war when the tax- 
payers of the country are more apt to 


219 








y! 


” 
, 
UJ 
, 
, 
” 
; 


ii 
nore 
2 
~~ 
= 
) a 

on 
Tr) 
8 

i 

Cy 


¥ 


RMON) UF 











220 NATIONAL TAX JOURNAL [Vor. IV 


be tolerant of inequities and discrimi- 
nations which can be ascribed to the 
emergency. During a period of prepa- 
ration for war the patriotic motive is 
less effective, and a more refined tax 
base is necessary. This is particularly 
true if the mobilization and the taxes 
which finance its cost are expected to 
last for a considerable period. In this 
event greater emphasis must be placed 
on the effect of the taxes on the long- 
run pattern of production and invest- 
ment. 

The general relief provisions in the 
current legislation are an innovation 
and cannot be appreciated without an 
understanding of the experience under 
the excess profits tax laws of World 
Wars I and II. 


WORLD WAR I GENERAL RELIEF 
PROVISIONS 


The World War I approach to gen- 
eral relief is known as the “ method of 
comparatives.” As amended in the 
Revenue Act of 1918? this law au- 
thorized the Commissioner of Internal 
Revenue to determine the amount of 
tax due by reference to “the average 
tax of representative corporations en- 
gaged in a like or similar trade or busi- 
ness” under certain circumstances, in- 
cluding cases in which the general ap- 
plication of the tax was found to work 
an exceptional hardship “‘ owing to ab- 
normal conditions affecting the capital 
or income of the corporation.” The 
existence of such hardship cases, as well 
as the average tax rate to be applied in 
them, was left entirely to administra- 
tive discretion. The regulations merely 
stated: 


240 Statutes 1057, #088, secs. 327 and 328. For 
a brief discussion of these provisions see Bickford, 
H. C., Excess Profits Tax Relief, New York, 1945, 
pp. 3-8. 


The provisions of section 328 do not per. 
mit the determination of a general average 
for any trade or business. . . . The com. 
parison will take account of similarity with 
respect to gross income, net income, profit 
per unit of business transacted and capita 
employed, the amount and rate of war 
profits or excess profits, and all other rel. 
vant facts and circumstances.* 


The operation of the method of com. 
paratives was described by P. S. Talbot, 
an early chairman of the Department 
Committee on Appeals and Review, x 
follows: * 


The department has endeavored to meet 
the situation by classifying all industry into 
major divisions, such as manufacturing, 
trading, financial, transportation, etc. These 
divisions are subdivided, manufacturing for 
example, into concerns manufacturing tex 
tiles, iron and steel, etc., the process of sub- 
division being repeated until the groups are 
comparatively narrow. It is when we come 
to compare corporations belonging in the 
same final group that the difficulty begins 
There are so many factors entering into the 
problem that the decision as to which should 
be used in the final analysis is more or les 
arbitrary. When the grounds for applying 
these sections has been some abnormality of 
income or invested capital, my own method 
of approach has been to figure out what the 
tax would have been had the abnormality 
not existed, regarding the amount so found 
as the equitable tax, and then selecting 
comparatives that would result in approxi- 
mately this figure. This, however, is not 
always practicable. 

Since to disclose the names of the com- 
paratives used would in effect disclose im 
formation as to their taxes, which the law 
forbids, it is impossible in many instances 
to satisfy the taxpayer that he has been 
fairly dealt with. 


3 Regulations 45, art. 911. 
4 Quoted by Bickford, p. 6. 
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In general the results obtained were 
not satisfactory. The method of pro- 
viding relief was arbitrary. The ad- 
ministrative work proceeded slowly, 
and there was a good deal of dissatis- 
faction over the great amount of dis- 
cretion placed in the hands of the ad- 
ministrative authorities. 


WORLD WAR II GENERAL RELIEF 
PROVISIONS 


When the tax committees drafted the 
first excess profits tax law of World 
War II, which was enacted in the Sec- 
ond Revenue Act of 1940,° they at- 
tempted to avoid the use of a general 
relief provision by liberalizing the basic 
structure of the law and by eliminating 
certain unusual types of receipts from 
the income on which the tax was im- 
posed. When the bill reached the floor 
of the Senate, however, an amendment 
was offered by Senator George which, 
as rewritten by the Conference Com- 
mittee, read as follows: 


For the purposes of this subchapter, the 
Commissioner shall also have authority to 
make such adjustments as may be necessary 
to adjust abnormalities affecting income or 
capital, and his decision shall be subject to 
review by the United States Board of Tax 
Appeals.® 


The statement of the House Man- 
agers in connection with the conference 
report indicated that this provision was 
intended to be a stop-gap which would 
permit the development of more sub- 
stantial legislation.” 

A considerably more elaborate re- 
placement was introduced in the Ex- 


554 Statutes 974-975. 
Sec. 722. 


TReport No. 3002, House of Representatives, 76th 
Cong, p. 52. 


cess Profits Tax Amendments of 1941,° 
but this provision was itself substan- 
tially revised in the Revenue Act of 
1942.° The 1942 revision was made 
applicable to all years subsequent to 
December 31, 1939 and was substan- 
tially the final version of the much dis- 
cussed section 722 of the Internal Rev- 
enue Code. It deserves close inspection 
because the approach to general relief 
taken under the current legislation is 
very largely a reaction against the prob- 
lems which arose under section 722. 


Section 722 attempted to provide an 
answer to the question, ““ When should 
relief be given?” which had been left 
largely to the discretion of the admin- 
istrative authorities under the World 
War I legislation. An attempt was 
made also to set up a formula for de- 
termining the appropriate amount of 
relief. A taxpayer which could show 
that its base-period earnings were not 
“normal” for any one of the reasons 
set out in the law was permitted to 
demonstrate to the administrative au- 
thorities what its income would have 
been during the base-period years if it 
had been in operation during those 
years or if the circumstances on which 
the hardship claim was based had not 
existed. If the taxpayer could “ re- 
construct” its base-period earnings 
record to the satisfaction of the ad- 
ministrative authorities, this hypotheti- 
cal base-period net income could be 
substituted for the taxpayer’s actual 
earnings in computing the credit based 
on income. 


The cases in which such a reconstruc- 
tion might be attempted are of con- 
siderable interest since they provided an 


855 Statute 17. 
956 Statutes 798, 899. 
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obvious precedent for the current legis- 
lation, and because, as an enumeration 
of the major types of hardship cases, 
the list contained in section 722 seemed 
to be fairly satisfactory. The cases 
covered were those in which: 


(1) The taxpayer’s base-period earnings 
were reduced by interruptions to produc- 
tion, output or operation such as strikes, 
fires or floods, (subsection (b)(1)), or by 
temporary events of an economic nature 
such as a price war (subsection (b) (2) ); 

(2) The earnings of the taxpayer were 
low in the base period because the industry 
of which it was a member was depressed 
during the base-period years owing to the 
fact that its profits cycle differed in length 
and amplitude from the general business 
cycle (subsection (b) (3) (A)), or because 
the industry was characterized by sporadic 
and intermittent periods of high production 
and profits which were inadequately repre- 
sented during the base-period years (sub- 
section (b) (3) (B)); 

(3) The taxpayer, during or immediately 
prior to the base period, commenced busi- 
ness or changed the character of its busi- 
ness by a change in operations, management, 
products or services furnished, changed its 
capacity for production or operation (in- 
cluding a commitment to increase its ca- 
pacity made prior to January 1, 1940, and 
fulfilled during the tax period), changed 
the ratio of its borrowed capital to its total 
capital, or changed the character of its 
business by reason of the acquisition before 
January 1, 1940, of all or part of the assets 
of a competitor, with the result that the 
competition of such competitor was elimi- 
nated or diminished (subsection (b) (4) ); 

(4) Any other factor affecting the 
taxpayer's business may reasonably be 
considered as resulting in an inadequate 
standard of normal earnings during the base 
period (subsection (b) (5) ); or in which 

(5) A new corporation did not operate 
during the base period and the credit based 
on invested capital produced an excessive 
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tax because (a) in the taxpayer’s busines 
intangible assets, not includable in invested 
capital, made an important contribution tp 
income, (b) capital was not an important 
income-producing factor, or (c) the tax 
payer’s invested capital was abnormally low 
(subsection (c) ). 


To the taxpayer which qualified 
under one of these categories, section 
722 held out the possibility of a the 
oretically precise adjustment since the 
income credit for such a taxpayer could 
be tailored to fit, more or less accu- 
rately, the circumstances of the indi- 
vidual case. In practice, however, re- 
lief proved exceedingly difficult to 
attain. Since almost every factor 
which influenced the earnings of the 
business seemed pertinent, the prepa- 
ration of a claim usually involved com- 
plicated research problems of an 
economic and accounting nature. In- 
sistence by the administrative author- 
ities upon the demonstration that the 
reconstruction of the base-period in- 
come proposed by the taxpayer was the 
“correct”? one confronted the tax- 
payer with the task of “ proving ” what 
would have actually happened in a 
hypothetical case. Of course, such 
“proof ” was logically impossible. A 
great many taxpayers qualifying as a 
member of one of the enumerated 
groups discovered that in practice the 
theoretically correct measure of relief 
which the law seemed to provide was 
disappointingly small and could only 
be obtained at a cost which seemed ex- 
cessive. 

The claims for relief under section 
722 took the form of applications for 
the refund of an overpaid tax. Such 
applications were handled by the regu- 
lar field staff of the Bureau of Internal 
Revenue, the recommended refund 
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being subject to review by the central 
office of the Bureau, in Washington. 
Since the issues raised were very differ- 
ent and generally far more complex 
than those involved in ordinary income 
tax cases, some assistance had to be 
rovided the field agents in their new 
and difficult task. A Business and In- 
dustrial Research Division was set up 
in the Bureau in Washington to pro- 
vide assistance on economic and statis- 
tical matters, but primarily reliance 
was placed upon a 169-page Bulletin 
published in November, 1944.'° Since 
the problems raised by the section 722 
claims involved so large an element of 
judgment, it is not surprising that this 
Bulletin did not lay down a set of hard 
and fast rules-of-thumb which would 
permit the field agents to dispose of the 
722 claims by mechanical methods, or 
inform the taxpayers of the arithmeti- 
cal formulas and the specific evidence 
which would assure the receipt of a re- 
fund check. : 

The number of claims filed under 
section 722 was large. This was due in 
part to the ease with which it could be 
established to the satisfaction of the 
taxpayer’s representatives that the tax- 
payer fell in one of the enumerated re- 
lief categories, and in part to the fact 
that many taxpayer’s representatives, 
having only a vague understanding of 
the provision, filed claims on the theory 
that it was unwise to miss an oppor- 
tunity for a tax advantage which might 
possibly be open. 

The processing of the refund claims 
proceeded slowly. While this was 
largely the responsibility of the Bureau, 
some of the delay was the result of the 
filing of poorly prepared claims which 


10 Bulletin on Section 722 of the Internal Revenue 
Code, U. S. Treasury Department, Washington, 1944. 
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later required extensive amendment. 
Resentment appeared over the 
amount of detailed information re- 
quired to “reconstruct” the base-pe- 
riod income to the satisfaction of the 
administrative authorities. It was 
charged that many of the field agents 
were unfamiliar with the problem and 
that others were forestalled from rec- 
ommending refunds by the vigorous re- 
view which such a recommendation 
received at the central office of the 
Bureau. More and more frequently the 
allegations were made that the refund 
claims did not receive the “ sympa- 
thetic ” treatment which the taxpayers’ 
representatives had been led to expect, 
that the Bureau agents were generally 
unwilling to “ negotiate” a reasonable 
settlement, and that they were insisting 
upon an impossible degree of proof. 
The crescendo of complaint from 
taxpayers’ representatives led to public 
hearings by the Joint Committee on In- 
ternal Revenue Taxation in the spring 
of 1946."* The Commissioner of In- 
ternal Revenue explained to the Com- 
mittee the procedures which were being 
followed and the chief problems which 
the administrative authorities encoun- 
tered. The critics of the Bureau pro- 
duced a long list of specific criticisms 
some of which dealt with technical de- 
ficiencies of the statute, but most of 
which related to alleged inadequacies of 
interpretation and administration.” 
There was no doubt that a real prob- 
lem existed. The Commissioner stated 
that at the close of the calendar year 


11 Section 722 of the Internal Revenue Code, 
Hearings before the Joint Committee on Internal 
Revenue Taxation, 79th Cong., 2d sess., 1946. 


12 These complaints are summarized in a set of 
tables prepared by the staff of the Joint Committee 
on Internal Revenue Taxation which appear oppo- 
site page 65 of the Hearings. 








Tits 1) 


wi 


iui dF 


r 
s 


224 NATIONAL TAX JOURNAL [ Vo. IV 


1945, 17,600 corporations had filed 
39,032 claims for refund’® in an 
amount of $3.7 billion. This repre- 
sented 46 per cent of the total amount 
of the excess profits tax which these 
companies had paid." 

Up to December 31, 1945, 13,531 
claims or 35 per cent of the total had 
been disposed of, but a substantial pro- 
portion of these were claims withdrawn 
by the taxpayers’ representatives who 
had reached the conclusion that the 
claims were ill-advised or that the prob- 
able amount of the refund was not 
sufficient to warrant the trouble and 
expense involved. It was evident also 
that the cases settled to date were prin- 
cipally the smaller and easier ones, and 
that the bulk of the work, including 
the processing of the most difficult 
cases, remained to be done. No less 
than 557 claims had already been 
docketed before the Tax Court.” 

The issue before the Joint Commit- 
tee was really whether the problem re- 
quired statutory action or could be re- 
solved by an administrative reorgani- 
zation. Within the limits of the 
general philosophy of section 722 legis- 
lative amendments seemed to offer little 
real hope for improvement. Moreover, 
the opinion was widely held that the 
basic difficulty was an administrative 
one, that a more “sympathetic ” ad- 
ministration, a greater willingness to 


4 


13 A separate claim was filed each year. 


14 Hearings, pp. 7-8. The Commissioner re- 
ported that five aircraft manufacturers filed applica- 
tions for the years 1940, 1941 and 1942 which ag- 
gregated $92 million, or the entire amount of the 
excess profits tax paid by them in these years (pp. 
24-25). 


15 Appeal was permitted only to the Tax Court. 
This could generally be justified on the theory that 
the cases involved matters of “fact” rather than 
“law.” ‘Here the World War I precedent was being 
followed. 


negotiate a “reasonable” settlement, 
would soon solve the problem. It wy 
not surprising, therefore, that the Joint 
Committee proved receptive to a plan 
announced by the Bureau of Interna 
Revenue for a revision of the adminj. 
trative organization handling the sec. 
tion 722 claims. 


This reorganization consisted prin. 
cipally of the centralization of author. 
ity in what became the Excess Profits 
Tax Council of the Bureau of Interna 
Revenue in Washington and a greater 
degree of specialization among and 
more guidance for the field agents who 
in any event had to do the bulk of the 
work. A real effort was made in re 
cruiting the membership of the Council 
to obtain personnel from outside the 
Bureau so as to allay the fear, so fre- 
quently expressed by the taxpayer’ 
representatives, that an organization 
operating within the framework of the 
Bureau of Internal Revenue would of 
necessity take a “negative” attitude 
toward refund claims. It proved diff. 
cult to recruit qualified men, and even 
more difficult to retain their services 
when it became clear that in spite of 
the reorganization the job of processing 
the 722 claims would last for a number 
of years. 

The administrative reform of 1946 
had to be given an opportunity t 
prove itself and for a time complaints 
about section 722 subsided. Some 
progress was made in disposing of the 
open cases, but in the autumn of 1950, 
five years after V-J Day, a large num- 
ber of cases remained unsettled. 


The score sheet covering the fiscd 
years 1942 through 1950 was sum 
marized as shown in Table 1 in the 
1950 Report of the Commissioner o 
Internal Revenue. It appears that on 
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June 30, 1950, 39,180 claims out of a 
total of 54,482 had been disposed of, 
but that the remaining claims ac- 
counted for $4.5 billion out of a total 
of $6.4 billion. Of the 39,180 cases 
settled, 13,772 had been withdrawn by 
the taxpayer or had proven unneces- 
sary because no tax liability existed. 
Among those in which the adminis- 
trative authorities were called upon to 


administrative reorganization, involved 
a time consuming procedure. The rec- 
ord also tends to support the often ex- 
pressed theory that section 722 led tax- 
payers to expect a great deal more relief 
than they were to receive, and hence 
was damaging to the working relations 
between the taxpayers’ representatives 
and the administrative authorities. By 
the autumn of 1950 many had reached 


TABLE 1 
Data ON ProcEsSING oF SEcTION 722 CxiarmMs, Fiscan Years 1942-1950, INcLUSIVE 


(Dollar amounts in millions) 








Amount of Refunds Offsetting 











Number : Net 
vn 3 Refunds Increase in 
Claims Caiioad Allowed Seanmee Tie Refund 
1. Total claims received ............ 54,482 $6,439.8 
2. Claims disposed of 
Me WUSCRNOWIE o.oo 6c ddinciccdiswe 10,484 824.7 
b) Eliminated (no tax liability) 3,288 10.8 
apt Berne 14,034 676.7 oe! ae wa 
d) Allowed in whole or in part 11,374 427.4 $155.6 $64.3 $913 
EE? 2, Ss Ce dete eae rene ons 39,180 $1,939.6 $155.6 $643 $91.3 
PE .. ) c cecvcae cemeemekuuce 15,302 $4,500.2 





Source: Annual Report of the Commissioner of Internal Revenue for the Fiscal Year Ending 


June 30, 1950, p. 33. 


reach a settlement, 55 per cent pro- 
duced no refund and in those cases 
where a refund was made the amount 
refunded was about 37 per cent of the 
amount claimed.*® 

This record indicates that the section 
722 approach, even after a substantial 


16Some care must be taken in using these figures 
to appraise the work of the Council itself since the 
15,302 claims pending on June 30 included 4,893 in 
which the Council had already acted. These are 
cases which were still pending in the Bureau for 
computation of tax effect, issuance of statutory 
Notice, settlement of other issues, etc. 

It is also evident that considerable progress was 
made by the Council between June 30, 1950 and 
December 31 of that year, since it is reported that 
oa the latter date there were less than 6,000 claims 
on which the Council had not acted. See, Taxes, 
April, 1951, p. 264. 


the conclusion that the theoretically ac- 
curate relief which section 722 seemed 
to provide was very largely an illusion. 
This was particularly true of the repre- 
sentatives of small taxpayers who had 
found the cost of processing a claim 
for refund prohibitive. 


GENERAL RELIEF UNDER THE 
CURRENT LAW 


Of the principal alternatives availa- 
ble to Congress when it set out to draft 
the general relief provisions of the cur- 
rent law, one was to re-enact something 
in the nature of section 722. This was 
in a way the path of least resistance, 
since the law had to be drafted in a 
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very short period of time. It was pos- of negotiators. Such a staff would 
sible also that the experience gained difficult and expensive to obtain. More. 
under the administration of section 722 over, the responsibilities of the negotia 
of the World War II law would have tors would be very great and it was ng 
expedited the settlement of claims aris- at all clear that appropriate personnd 
ing under a similar provision in the new could be recruited at the salary scaly 
legislation. The principal obstacle was which the government could offer, par. 
widespread discontent which existed ticularly if the job promised to be of 
concerning the practical operation of long duration. 
section 722. There was great danger that a com 
Some believed that the section 722 bination of inadequate personnel and; 
technique would be acceptable if it policy of “sympathetic” administr. 
were given a more “ flexible” adminis- tion would result in an excessive loss of 
tration, if, that is to say, there were revenue. 


ero greater emphasis on the sort of “ ne- There was also some doubt con 
bad gotiated settlement” associated with cerning the weight which could 
+ the renegotiation of war contracts in placed upon the apparently successful 
CL World War II. This contention had _ results of the renegotiation procedur § | 
et been made frequently in 1946 and the of World War II, since the necessity for 
a administrative reorganization of that accuracy in the agreements which th J , 
= fe year had been expected by some to renegotiators reached was reduced by 
a hy move in the direction of the renegotia- the existence of the excess profits ta 
ic tion technique. The contrast between itself. Moreover, the recruitment of 
eo this expectation and the actual experi- personnel to process the World Warll 
i Be ence under that reorganization led to renegotiations, which were handled pr- 
increasing stress on the desirability of marily by military agencies during 4 
es administration by an agency that was time of war, was far easier than the 
aD not a part of the regular Bureau organi-_ staffing of an independent civilian 
a zation. agency to handle excess profits ta 
ey The negotiated settlement approach claims during a period of mobilization 
al had the virtue of recognizing the large The experience under the Exces 
thea element of judgment involved in the Profits Tax Council may well have 
{4 reconstruction of the taxpayer’s base- represented the practical limits of at 
2 period experience, but reintroduced a tainment if the negotiated settlement 


great deal of additional arbitrariness in technique were to be handled by a Bu 
the administration of general relief. It reau of Internal Revenue organization 
also involved a serious personnel prob- working with a relief provision of th 
lem. The experience of the Excess section 722 type. As has already been 
Profits Tax Council indicated that be- indicated, the operations of the Council 
cause the volume of the work was so were subject to a good deal of criticism 
large the bulk of it had to be done at from taxpayers’ representatives. More- 
the staff level. Hence, the proposal for over, it was generally regarded as um 
administration by an independent au- likely that the continuance of this type 
thority meant the recruitment of a of organization would lead to the e& 
large staff as well as a responsible group _peditious settlement of hardship case 
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under the new excess profits tax law if 
the latter used the 722 approach to gen- 
eral relief. 

A second alternative was to return to 
the method of comparatives of World 
War I. This seemed to have little to 
recommend it. The administrative 
problems under this approach would if 
anything be more difficult than under 
section 722, and the degree of arbitrari- 
ness involved in the selection of “‘com- 
paratives *” was remembered with dis- 
favor. 

It is not surprising, therefore, that 
in drafting the general relief provisions 
of the current law an attempt was 
made to break new ground. The sec- 


| tion 722 precedent was followed to the 


extent of enumerating the types of cases 
in which relief would be available. 
However, the qualification of the tax- 
payer as a member of one of the enu- 
merated groups was, so far as possible, 
determined by mechanical formulas set 
out in the law, and the amount of relief 
was also determined by such formulas. 
Under this approach the taxpayer who 
qualified for relief would not have to 
engage in the complex and expensive 
procedures required for the successful 
consummation of a relief claim under 
section 722. The amount of relief 
available would be the difference be- 
tween the tax due under the general 
tules and that due under an alternative 
average base-period net income com- 
puted by the application of a mechani- 


cal formula. 


While the results attained under such 
an approach are necessarily less accurate 
than those which are theoretically pos- 
sible under the section 722 approach, it 
was hoped this fact would be offset by 
the reduction in the difficulty and ex- 
pense of handling and prosecuting the 
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relief cases, and by the knowledge that 
a predictable measure of relief would 
be available promptly in the qualified 
cases. 


Use of Industry Average 
Rates of Return 


In most cases the alternative average 
base-period net income is obtained by 
applying an industry average rate of 
return to the taxpayer’s total assets and 
reducing the amount so computed by 
the interest paid or accrued by the tax- 
payer during an appropriate 12-month 
period. In this portion of the law there 
is no difference in the treatment of bor- 
rowed and equity capital. Moreover, 
the rates of return used in computing 
the alternative average base-period net 
income do not depend on the size of 
the corporation. No attempt was made 
to set up the sort of progressive rate 
schedule used under the invested capi- 
tal formula. 


To make the formulas using an in- 
dustry average rate of return work as 
automatically as possible the classifica- 
tion of industries ™ to be used in all but 
one of the formulas was set out in the 
law (section 447). It was also stipu- 
lated that tentative rates of return were 
to be announced by the Secretary of 
the Treasury not later than March 1, 
1951. These rates would make it pos- 
sible for the qualified taxpayer to deter- 
mine, at least tentatively, the amount 
of relief at the time of filing its return. 
The tentative rates have been published 


17 The definition of the taxpayer’s industry was 
required for the operation of subsections 722 (b) (3) 
(A) and .(B) of the World War II law. Such defi- 
nitions were not included in the law and the process 
of working out an appropriate definition by adminis- 
trative methods in the individual cases which arose 
under these subsections raised a number of difficult 
problems. 
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and appear in Appendix A of the in- 
structions accompanying the return 
form. The rates are tentative because 
an estimated rate had to be used for 
1949. Final rates will be announced at 
a later date at which time adjustments 
will be made in the results obtained un- 
der the tentative rates. 

The industry classification used in 
developing these rates contains 64 
groups and is based upon a classifica- 
tion developed for general use by the 
Federal Government. The contents of 
the classes are described in a published 
government document.'* These facts, 
plus the availability of the statistics 
needed to determine the rates of return, 
explain the choice of classification. 

The results obtainable by the use of 
the industry average rate of return 
technique are necessarily crude. Cases 
will arise where the taxpayer’s rate of 
return is ordinarily less than that of its 
industry. Such taxpayers will receive 
an unduly generous adjustment. Con- 
versely, taxpayers whose rate of return 
is ordinarily larger than that of their 
industry will receive a comparatively 
small measure of relief, if any. This 
deficiency of the industry average ap- 
proach is accentuated when the classi- 
fication of industries is as broad as it is 
under the current law. Unfortunately, 
statistical difficulties prevented the use 
of a more fine-grained classification ex- 
cept in the case of the depressed indus- 
try formula which is discussed below. 

The current law uses the industry 
average approach for cases in which the 
income in one or more of the taxpayer’s 
base-period years is low because of an 
“abnormality,” in which the taxpayer 
introduced new products or services or 


18 Standard Industrial Classification Manual, Di- 
vision of Statistical Standards, Bureau of the Budget. 


made changes in capacity for produ. 
tion or volume of operations during th 
last 36 months of the base period, fy 
new corporations, and for taxpayen 
which are members of a “ depressed ip. 
dustry.” 


The Abnormality Cases 


The abnormality cases are those jp 
which the income of one or more of th 
taxpayer’s base-period years is abnor. 
mally low because: 


(1) normal production, output or open 
tion was interrupted or diminished becauy 
of the occurrence, either immediately prior 
to, or during such taxable year, of evens 
unusual and peculiar in the experience of 
the taxpayer, or 

(2) the business of the taxpayer was de 
pressed because of temporary economic cir 
cumstances unusual in the case of such tar 
payer (section 442). 


These are the cases involving such fa- 
tors as strikes, fires, floods or price wars 
which were dealt with under subsec- 
tions 722(b) (1) and (2) of the World 
War II law. 

If the abnormality affected only 
one year and this happened to be the 
taxpayer’s lowest year of earnings dut- 
ing its base period, no adjustment 
made because such year would not o- 
dinarily be used in computing the credit 
based on income under the general ruk 
contained in section 435, which, 
roughly speaking, averages the expert 
ence of the best three out of four years 
If the abnormality affects one of the 
three best years (or part of one of the 
three best years) the taxpayer is per 
mitted to substitute for its actual ear 
ings in such year an amount determined 
by multiplying its total assets for the 
last day of that year by its industry 
average rate of return for that yeat 
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The taxpayer’s average base-period net 
income would then be a combination of 
‘ts actual earnings during the other 
portions of the base period and its as- 
sumed earnings during the year of the 
abnormality. If the abnormality af- 
fected more than one of the taxpayer’s 
best three years, the procedure is to 
substitute for the taxpayer’s actual 
base-period earnings an alternative av- 
erage base-period net income computed 
by applying the average rate of return 
of the taxpayer’s industry during the 
base period to an average of the tax- 
payer's total assets on the last day of 
each of its base-period years. 

To confine the provision to cases 
where the relief provided would be 
significant, the abnormality formula 
can be used only when, generally speak- 
ing, the taxpayer’s average base-period 
net income under the relief formula 
exceeds 110 per cent of what it would 
be if the formula were not applied.’® 


The bill as reported out by the Committee on 
Ways and Means attempted to provide an adjustment 
for an abnormal year by a formula which was based 
more nearly on the taxpayer’s own experience. Un- 
der the House bill a taxpayer with one abnormal 
year could substitute for the actual income of that 
year an amount which bore the same relation to 
its aggregate earnings experience in the normal years 
of its base period as an index of earnings for the 
taxpayer’s industry in the year of the abnormality 
bore to the aggregate of the industry’s indexes in 
the taxpayer’s normal years. (Excess Profits Tax 
Act of 1950, Report of the Committee on Ways and 
Means, House Report No. 3142, 81st Cong., pp. 
17-18.) 

The Senate report explained the substitution of the 
industry average technique as follows: 

The House formula could not be applied unless 
one of the taxpayer’s base period years was free of 
abnormality. Moreover, the substituted amounts 
might be inappropriate if the year to year changes 
in the taxpayer’s earnings during the base period 
Were not similar to the changes in the index of 
the taxpayer’s industry. Finally, the system of 
indexes used under the House bill was somewhat 
complex. (Excess Profits Tax Act of 1950, Re- 
Port of the Committee on Finance, Senate Report 
No. 2679, 81st Cong., p. 19.) 
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In one sense the “ abnormality ” pro-° 
vision used in the final law may not 
turn out to be as automatic as might 
have been anticipated. For the purposes 
of this provision the critical issue is 
whether a true abnormality existed. 
For instance, if the event on which the 
claim is based is a strike, how long does 
it have to last in order to qualify the 
taxpayer as a relief claimant, and what 
weight should be given in this judg- 
ment to the taxpayer’s previous labor 
relations record? While such questions 
were raised under section 722, no great 
stress was placed on them because the 
taxpayer claiming relief had to clear the 
difficult additional hurdle of reconstruc- 
ting its base-period income in order to 
qualify for relief. Therefore, it is 
likely that the administrative authori- 
ties will be a good deal more careful in 
testing out the existence of an abnor- 
mality under the current law than un- 
der section 722. This may mean that 
the administrative experience accumu- 
lated under the World War II legisla- 
tion will be of limited assistance in de- 
termining whether a taxpayer is eligible 
under section 442 of the current law. 


New Products or Services 


The industry average technique is 
also applied in cases where the taxpayer 
introduced new products or services 
during the last 36 months of the base 
period (section 443).7° To qualify 
for relief the change must have been 
substantial. The test of substantiality 





The method which was to be used in applying 
the industry indexes also presented a serious prob- 
lem. Nevertheless the House provision is worth 
noting because it represents an alternative to the 
industy average approach. 


20 Such cases would have been handled under sec. 
722(b) (4) of the World War II law. 
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is that, by the end of the third year fol- 
lowing the one in which the products 
or services were introduced, the gross 
income from such products or services 
must aggregate more than 40 per cent 
of the taxpayer’s gross income or more 
than 33 per cent of its net income in 
that year. The taxpayer must also 
show that its net income in any one of 
the years in which it met either of these 
tests was in excess of 125 per cent of 
the average excess profits net income 
during the base-period year or years 
preceding the first change in product 
or services used in qualifying for relief. 

If the taxpayer qualifies under sec- 
tion 443 prior to January 1, 1950, its 
alternative average base-period net in- 
come is computed by multiplying its 
total assets for the last day of its last 
pre-excess profits tax year, or of the 
earliest year in which the taxpayer 
qualifies for relief, whichever is later, 
by the base-period rate of return in its 
industry. If the year of qualification 
ends after the close of the base period, 
the alternative average base-period net 
income is computed by multiplying the 
total assets for the last day of such year 
by the industry average rate of return 
in the base period. 


Changes in Capacity or Operations 


The industry average approach is ap- 
plied under section 444 to cases in 
which the taxpayer experienced a sub- 
stantial increase in its capacity for pro- 
duction or operations during the last 36 
months of the base period.”! The tests 
of substantiality are that the change in 
facilities °° must have resulted, prior to 


21 These cases would also have been handled under 
sec. 722(b) (4) of the World War II law. 


22 The term facilities includes real property and 
depreciable tangible property held by a taxpayer for 
a bona fide business purpose. 


NATIONAL TAX JOURNAL 


[ Vox. IV 


the close of the base period, in an jn. 
crease of 100 per cent or more in pro. 
ductive capacity; an increase of 50 per 
cent or more in productive capaci 
plus 50 per cent in the adjusted basis 
(after deducting depreciation, etc.) of 
the taxpayer’s total facilities; or an in. 
crease of 100 per cent in the unadjusted 
(original) basis of the taxpayer’s total 
facilities. In these cases the alternative 
average base-period net income is com- 
puted by multiplying the taxpayer's 
total assets at the close of its last pre- 
excess profits tax year by the industry 
average rate of return for the base 
period. 


New Corporations 


The industry average rate of return 
is also used in section 445 to develop an 
alternative average base-period net in- 
come in the case of new corporations.” 
The law defines a new corporation a 
one which began business after the first 
day of its base period. However, this 
relief formula does not apply to cor- 
porations which merely acquire the as- 
sets of an old corporation in a manner 
which qualifies under the terms of Part 
II of the law and which therefore have 
a base-period earnings record made up 
of the combined experience of the 
predecessor and successor corporations. 
The new corporation relief is also de- 
nied to certain “ineligible corpora 
tions” whose assets are presumed to 
have been transferred from an old toa 
new corporation in order to obtain the 
benefits of a comparatively large indus- 
try average rate of return. 

The new corporation formula 


23 Under the World War II law such corporations 
would have used sec. 722(b) (4) if begun during 
the base period and sec. 722(c) if begun after the 
close of the base period. 
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available both to corporations which 
began business during the base period 
and to corporations which began at a 
later date. On the other hand, new 
corporations are specifically barred from 
the use of the abnormality, change in 
product and change in capacity pro- 
visions, as well as from the depressed 
industry and growth formulas de- 
scribed below. These formulas are 
available only to taxpayers who com- 
menced business before the base period 
began. 

If the new corporation’s first three 
taxable years end during the base 
period, the industry average rate for the 
base period is applied to the taxpayer’s 
total assets at the close of its last pre- 
excess profits tax year.°* When the 
taxpayer’s first, second, or third years 
end after its base period, the alterna- 
tive credit for such years is determined 
by applying the industry average rate 
of return for the base period to the tax- 
payer’s assets in each of such years. 
The alternative credit for the fourth 
and subsequent years is determined on 
the basis of the taxpayer’s assets at the 
close of its third year with appropriate 
adjustments for subsequent changes in 
invested capital. 

The philosophy of this provision, as 
explained by Senator George, is that 
“under the forced-draft conditions of 
today, new corporations will approxi- 
mate or attain maturity by the end of 
the third year after they commence 
business.” °° The measure of relief is 
toughly equivalent to that received by 


*4 The alternative net income so computed is then 
adjusted for retained earnings or net changes in 
capital which occur subsequent to the base period. 


25 Congressional Record, December 20, 1950, pp. 
16941-2, 


corporations which make substantial 
changes in products, services, capacity 
or volume of operations during the last 
36 months of the base period. 


Depressed Industries 


A variant of the industry average 
technique is used in the case of tax- 
payers which are members of a de- 
pressed industry."* The depressed in- 
dustry formula (section 446) may be 
used if the average rate of return on the 
total assets of the taxpayer’s industry 
during the years 1946 through 1948 is 
less than 63 per cent of the industry’s 
average rate of return over the period 
1938 through 1948. Thus, the test is a 
comparison between the industry’s earn- 
ings during the first three years of the 
base period used under the current law 
and a longer period which includes these 
three years, half of the World War II 
base period, and the war years them- 
selves. The selection of the periods 
used in this formula was dictated to a 
large extent by the limitations of the 
statistical data. The year 1949 could 
not be used without delaying unduly 
the publication of the statistics needed 
to identify the depressed industries. 
The years 1936 and 1937 could not be 
used because of changes in the classi- 
fication of the basic data. The inclu- 
sion of the war years in the period of 
reference explains why the percentage 
used in the test is as low as 63. 

If the taxpayer’s industry meets the 
aforementioned test, the taxpayer may 
substitute for its actual base-period 
earnings experience an amount com- 
puted by multiplying an average of its 

26 Under the World War II law the depressed 


industry cases were handled in secs. 722(b) (3) (A) 
and (B). 
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total assets on the last day of each of its 
base-period years by 80 per cent of its 
industry’s average rate of return dur- 
ing the period 1938 through 1948. 

A more refined classification of in- 
dustries is used under the depressed in- 
dustry formula than under the other 
provisions which apply the industry 
average technique. The depressed in- 
dustries and the rates of return which 
may be used by their members have 
been announced by the Secretary of the 


Treasury.”’ They are: 
Per cent 
pe 113 
Engines and turbines, except auto- 
motive, aircraft and railway ...... 12.8 
Metalworking machinery, including 
ee Ce ey Cree 168 
Ship and boat building and repair .. 104 
NO Eas cdi SS polis SRR ae 78 
Photographic studios, including com- 
mercial photography ............. 8.6 
Telegraph communication (wire and 
NN ai kn, cone. ieee ea wth Mow ae 1.5 
REMIG TGIGRE 6. Gis eee weer aas 3.0 


Since special minimum credits are pro- 
vided for the air transportation and 
telegraph communication industries, it 
will not be necessary for their members 
to use the rates determined under the 
depressed industry formula. 


Growth Companies 


The current law contains a provision 
(section 435(e)) intended to provide 
relief for companies which were in op- 
eration throughout the base period but 
which experienced such a rapid growth 
during the base-period years that an 
average based on the income of those 
years is not appropriate to the company 
as of the close of the base period. This 
provision has the same objective as the 


27 These data are shown on page 18 of the in- 
structions which accompany the return form. 
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growth formula contained in the World 
War II law. The latter permitted 
taxpayers to calculate their credit based 
on income by adding to the avera 
income of the last half of the base 
period 50 per cent of the difference be. 
tween the average income of the first 
and second halves of the base period, 
subject to the limitation that the al 
ternative credit could not exceed the 
net income of the highest taxable year 
in the base period. The reports on the 
bill which became the current law indi- 
cate that in the present instance the ap. 
plication of the World War II formula 
would have resulted in the widespread 
use of the income of the year 1948 a 
the sole basis for calculating average 
base-period net income.*® 

A new approach was therefore taken 
in drafting the growth formula used in 
the current law. It is notable that this 
formula does not use the industry aver- 
age technique but builds up the alterna 
tive average base-period net income by 
one of several combinations of the tax- 
payer’s earnings during the years 1948 
through 1950. 

The House bill limited the growth 
formula to cases in which the taxpayer's 
total payroll for the last half of its base 
period was 130 per cent or more of its 
total payroll during the first half of its 
base period, or its gross receipts during 
the last half were 150 per cent or more 
of its gross receipts during the first half. 
The report on the House bill stated (p. 
24) that these percentages “are sufli- 
ciently large so that only those tax- 
payers will be able to qualify for the 
alternative credit whose business. has 
grown substantially more rapidly than 


28 Ways and Means Report, p. 24; Finance Report, 
pp. 27-28. 
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the average during the base period 
ears.” To limit the scope of the relief 
still further, the House bill provided 
that the growth formula was to be 
available only if the taxpayer had total 
assets of not more than $20 million at 
the beginning of its base period. The 
report stated (p. 24) that this addi- 
tional test was “designed to exclude 
from the benefits of this provision large 
corporations whose earnings experience 
does not justify the provision of addi- 
tional relief on account of growth dur- 
ing the base period.” 

The House bill permitted a corpora- 
tion which qualified under one of these 
tests to compute an alternative average 
base-period net income on the basis of 
its earnings in 1949 or its average earn- 
ings in 1948 and 1949. The theory ex- 
pounded in the House report was that 
the proper basis for computation was 
the taxpayer’s earnings experience at 
the close of the base period. The use of 
an average of the earnings of 1948 and 
1949 as an alternative to 1949 alone 
was permitted because in many cases 
changes in business conditions made the 
1949 earnings much smaller than those 
of 1948 in spite of the continued 
growth of the taxpayer. 


The Committee on Finance “ broke 
through” the base period in order to 
provide a third option for the computa- 
tion of the alternative average base- 
period net income of a growth com- 
pany. This option used an average of 
40 per cent of the taxpayer’s income in 
1950 and half of its income in 1949. 

The Committee on Finance also of- 
fered a floor amendment setting up 
an additional test of growth, which 
may be called the ‘‘ new product ” test, 
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to which the $20 million limitation does 
not apply. As revised by the confer- 
ence committee, this amendment opened 
the use of the growth formula to a cor- 
poration which could show that (a) its 
net sales for the period January 1 
through June 30, 1950 when multiplied 
by two are 150 per cent or more of its 
average net sales in the calendar years 
1946 and 1947, and (b) 40 per cent or 
more of its net sales for the calendar 
year 1950 are attributable to a product 
or class of products “not generally 
available to the general public” prior 
to January 1, 1946 (or to articles which 
are components of such products), and 
(c) its net sales attributable to such 
product or products (or to their com- 
ponents) in the calendar year 1946 are 
§ per cent or less of such net sales in 
1949. 

This rather complicated provision 
was intended to provide relief in cases 
in which a company developed, during 
the base-period years, a new product 
which more or less revolutionized its 
operations. A typical example is a 
radio manufacturer which went into the 
production of television equipment.” 


APPRAISAL OF THE GENERAL RELIEF 
PROVISIONS OF THE CURRENT LAW 


Not enough time has passed to per- 
mit the accumulation of the experience 


29 The final bill also contained an option to com- 
pute the alternative average base-period net income 
of a growth corporation on the basis of 40 per cent 
of the corporation’s income in 1950 and 50 per cent 
of its income in 1948. However, this option is re- 
stricted to corporations which qualify for growth on 
the basis of the second, or “‘ new product,” test added 
by the Senate, and which had an income in 1949 
that was not more than 25 per cent of their 1948 in- 
come. The rules stated above have all been. the ones 
applied in the case of calendar year corporations. 
Similar rules are contained in the law for corpora- 
tions whose taxable year is not the calendar year. 
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which will determine whether the cur- 
rent experiment with automatic relief 
provisions is a success. In view of the 
complexity of the problem and the 
speed with which the legislation was 
drafted, it is highly likely that remedial 
legislation will be required. The real 
issue is whether that legislation will be 
an extension of the principle of auto- 
matic relief and a perfection of the 
formulas employed in implementing 
that principle, or will serve to reintro- 
duce the type of relief which relies 
heavily on administrative discretion. 
The latter action would be an admission 
of the partial or complete failure of the 
automatic relief experiment. 

The loss of revenue under the auto- 
matic relief provisions will certainly be 
more immediate than under the section 
722 approach since the relief will be 
taken by the taxpayer at the time of 
filing the return. Excessive or unjusti- 
fiable claims will be recouped primarily 
by the collection of a deficiency assess- 
ment at a later date. Under the section 
722 approach the cost of relief (except 
to the extent the tax was “deferred ” 
under section 710(a)(5)) was borne 
by the government at the time the re- 
fund was paid. This might occur many 
years later. 

It is also likely that the total amount 
of relief granted will be larger under 
the automatic formulas than under the 
Section 722 approach. Under the exist- 
ing law relief will be obtained in many 
cases where the expense of prosecuting 
a section 722 claim would have pre- 
vented it from being filed or have 
caused its abandonment by the tax- 
payer. For the most part this type of 
additional revenue loss can be accepted 
as desirable because it means that many 
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comparatively small taxpayers which 
are entitled to relief will receive jt 
The additional revenue loss under the 
relief provisions of the present law, 
however, also includes the excessive 
concessions under the industry average 
formulas in cases where the taxpayer's 
rate of return is normally below that of 
the industry classification of which it 
is a member. This loss should be offset, 
in part at least, by the less generous 
treatment received when the taxpayer's 
rate of return is typically in excess of 
that of its industry group. This offset 
would of course be eliminated by the 
addition of further relief for the cases 
where the relief under the industry ay- 
erage approach seems too small. Such 
action would add substantially to the 
revenue loss under the general relief 
provisions. 

It should be borne in mind, however, 
that a comparison between the cost of 
relief under the section 722 approach 
and under the automatic approach used 
in the present law may be somewhat 
academic because it assumes that the 
re-enactment of section 722, with the 
type of administration which that sec- 
tion has received, was a practical possi- 
bility at the time the law was drafted; 
or, that it would have survived subse- 
quent legislative amendments if en- 
acted. If the alternative was, in fact, 
a much more loosely administered dis- 
cretionary relief provision, it is difficult 
to conclude that the cost of the gen- 
eral relief provisions of the present law 
is comparatively large. 

Although no detailed criticism of 
these provisions can be undertaken with 
the information now available, certain 
potential sources of difficulty can be 
pointed out. One of these has already 
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been noted. The broad industry cate- 
gories used in the law may not develop 
rates of return that are sufficiently 
representative to provide what will be 
recognized as a “ reasonable ” measure 
of relief in individual cases. Unless the 
averages are fairly representative, the 
excessive relief given the taxpayer 
whose rate of earnings tends to be less 
than the average will be a real embar- 
rassment to the government, and the 
limited relief given the taxpayer whose 
rate of return tends to be substantially 
higher than its industry group will be 
the source of a great deal of complaint. 

A second possible difficulty may arise 
out of the fact that new corporations 
are specifically denied the use of the 
growth formula. The variety of the 
possible computations under this for- 
mula make it highly likely that many 
taxpayers which qualify for its use will 
have a substantially different alterna- 
tive average base-period net income 
than under a formula using the indus- 
try average rate of return technique. 
One difficult case is that in which a 
business begun during the base period 
develops very rapidly and achieves a 
rate of return by the close of the base 
period which is well in excess of its 
industry average. Another appears 
when the new business is really the con- 
tinuation of an old business with a rate 
of return well in excess of its industry 
average but which cannot qualify under 
the terms of the current law permitting 
the merger of the base-period experi- 
ences of predecessor and successor cor- 
Porations. In such cases the growth op- 
tion will be much more attractive than 
the new business formula which the 
Corporation is required to use. The 
frequency with which this problem will 
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arise is probably increased by the fact 
that a portion of the income of the year 
1950 may be used in computing the 
alternative average base-period net in- 
come under the growth formula. 

The issue of the possible use of the 
growth formula by new corporations 
was considered while the current law 
was being drafted. A floor amendment 
in the Senate would have extended the 
growth formula to companies which 
began business up to May 1, 1946. 
However, an amendment of this type 
would have been only a partial solution. 
The resulting difference in treatment 
between corporations which began busi- 
ness prior to and after the selected date, 
would have been similar to that now 
existing between those begun before 
and after the beginning of the base 
period. 

A third potential source of difficulty 
is the fact that the current law does 
not cover the full scope of section 722. 
It does not provide for cases in which 
there was a change in management or 
method of operation, or a change in the 
ratio of borrowed to total capital dur- 
ing the base period, or in which all or 
part of the assets of a competitor were 
acquired by the taxpayer prior to the 
close of its base period with a resulting 
diminution of competition. All these 
cases were covered by the World War 
II law. The current law also lacks a 
catch-all clause covering miscellaneous 
hardship cases such as section 722(b) 
(5) of the World War II legislation. 
Whether these omissions are serious will 
depend in part on the extent to which 
the number of hardship cases is cut 
down by the generally high level of 
corporate profits during the base-period 
years, and the comparative liberality of 
other features of the current law. 








236 


In the event that such omissions 
prove to be serious, a remedy may be 
provided by the development of addi- 
tional formulas to cover the cases which 
arise in considerable numbers. Alter- 
natively, the concept of ‘ abnormal- 
ity ” used under section 442 of the cur- 
rent law may be extended to cover cases 
which did not fall within the scope of 
section 722(b)(1) and (2) of the 
World War II law. This approach, 
however, involves the danger, noted 
above, that the problem of identifying 
an abnormality may become the point 
at which a large measure of administra- 
tive discretion is re-introduced. 

Still another alternative would be to 
authorize relief based on some type of 
administrative discretion in the cases 
not covered by specific formulas. This 
would be a real violation of the spirit 
of the current legislation and might 
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prove to be the entering wedge for 
discretionary administrative relief in al] 
cases in which the measure of relief 
provided under the automatic formulas 
does not appear to be adequate. Such 
a course would in effect provide the 
taxpayer with the relief available under 
the automatic formulas or under the 
discretionary approach, whichever is the 
larger. The excessive generosity of this 
result would tend to discredit the gen- 
eral relief provisions and add materially 
to the revenue loss which they involve, 
Indeed, it is not unreasonable to con- 
clude that the success of the current 
experiment with automatic relief de- 
pends very largely upon the ability of 
Congress to avoid the enactment of 
catch-all provisions authorizing addi- 
tional relief by administrative discre- 
tion or under procedures of the section 
722 type. 
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LEGISLATIVE HISTORY OF EXCESS PROFITS 
TAXATION IN THE UNITED STATES IN 
WORLD WARS I AND II 


ANITA WELLS * 


—. to World War I, a 
noted tax authority in this country 
stated that the only invention of con- 
sequence developed in the field of 
finance during the war was the special 
taxation of excess profits.’ The excess 
profits tax was employed during World 
War I not only in the United States, 
but in at least twenty other countries.” 
Most, if not all, of these countries re- 
pealed the tax shortly after the end of 
the war. It was reintroduced by many 


countries during World War II. 


The forerunner of the World War I 
excess profits tax in the United States 
was the munition manufacturers’ tax 
imposed under the Revenue Act of Sep- 
tember 8, 1916. This tax was a special 
supplementary income tax at the rate 
of 12.5 per cent upon the entire profits 
of munitions manufacturers from the 
sale of munitions. Although it was not 
an excess profits tax, it was directed at 


*The author is a member of the Tax Advisory 
Staff, U. S. Treasury Department. She wishes to 
thank E. Gordon Keith and George E. Lent for their 
critical review of the article and many helpful sug- 
gestions. Any opinions expressed are the author’s 
own and do not necessarily reflect the views of the 
Treasury Department. 


1 Robert Murray Haig, “British Experience with 
Excess Profits Taxation,” The American Economic 
Review Supplement, Vol. X, No. 1, March, 1920, 
p. 1, 


2" War Taxation of Incomes, Excess Profits and 


Luxuries in Certain Foreign Countries,” Library of 
Congress, Legislative Reference Division (G.P.O. 
1918), 


those who profited from war.* 


ACT OF MARCH 3, 1917 


An excess profits tax was enacted on 
March 3, 1917. Although this tax was 
superseded by the October 3, 1917 tax, 
it deserves attention as the first excess 
profits tax enacted by the Federal Gov- 
ernment.* It was also significant be- 
cause it set the pattern of the World 
War I taxes of measuring excess profits 
by the standard of return on invested 
capital: 

The March 3 act applied to corpora- 
tions and partnerships but not to indi- 
vidual proprietorships.’ It imposed a 
tax of 8 per cent upon net income (as 
computed for income tax) in excess of 
$5,000 plus 8 per cent of actual in- 
vested capital. Invested capital was de- 
fined to include the actual cash value, at 


3 With the enactment of the excess profits tax, the 
munition manufacturers’ tax was retained for the 
single year 1917 at the reduced rate of 10 per cent. 


4 American experience with an excess profits tax 
dates back to 1863 when the State of Georgia en- 
acted such a tax to provide for war pensions. It 
was imposed on earnings in excess of 8 per cent of 
the capital stock, at rates varying from 5 to 25 per 
cent of the amount of the excess. The Wisconsin 
income tax, as adopted in 1911, based the corpora- 
tion rate upon the relation between the income of 
the corporation and the assessed value of the property 
employed. 


5 Also exempt were: corporations specifically ex- 
empt from income tax (nonprofit organizations and 
certain forms of cooperatives), and partnerships en- 
gaged in the same type of business; and partnerships 
engaged in agriculture or in rendering personal 
services. 
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the time of payment, of cash and other 
assets paid in, paid-in surplus, earned 
surplus and undivided profits employed 
in the business. Borrowed capital was 
excluded. 


ACT OF OCTOBER 3, 1917 
Scope of the Tax 


The Act of October 3, 1917 ex- 
tended the scope of the excess profits 
tax to cover not only profits of corpora- 
tions and partnerships but also incomes 
of individuals from trade or business, 
including professions and occupations. 
The Senate Finance Committee indi- 
cated in its report on the bill that it 
“had not been able to find any satisfac- 
tory reason why individuals engaged in 
trade and business should not be subject 
to tax as well as corporations and part- 
nerships.” ® 


The Concept of Excess Profits 


A major issue considered in connec- 
tion with the Act of October 3, 1917 
was whether the tax base should be ex- 
cess profits or war profits. The bill as 
passed by the House retained the prin- 
ciple of the March act of taxing all 
profits in excess of a specified rate of 
return on invested capital. The Senate 
Finance Committee, however, proposed 
a war profits tax in which average 
profits for a prewar period would be 
taken as standard. In its report on the 
bill, the Committee stated that this 
change of basis seemed desirable “ not 
only because it is equitable and appro- 
priate but also because the administra- 
tion of the tax and its successful col- 
lection are greatly facilitated.” The 
Committee referred to the difficulties 


6 Senate Report No. 
p. 5. 


103, 65th Cong., Ist sess., 
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involved in measuring invested capita 
and argued that a tax based on the ex. 
cess over prewar profits would be com. 
paratively easy of administration since 
the profits of corporations during the 
prewar years were a matter of record in 
connection with the corporation income 
tax. 

Debate in the Senate indicated tha 
an unqualified application ot the war 
profits principle would not be approved. 
Vigorous opposition to this principk 
was expressed by those who wished to 
tax excessive profits of any kind, 
whether or not they were attributabk 
to the war. A compromise measure wa 
finally adopted in the Senate. Under 
the revised bill, the tax was to apply to 
income in excess of average income dur- 
ing the prewar period (1911-1913), 
but the credit could not be less than 6 
per cent nor more than 10 per cent of 
invested capital for the taxable year. If 
the credit based on the prewar experi- 
ence of the individual or firm was be- 
low that of representative concerns en- 
gaged in similar businesses, the Secretary 
of the Treasury could allow an exemp- 
tion based on the experience of repre- 
sentative firms. 

The October act, as finally accepted 
by both houses, gave only limited recog- 
nition to the war profits principle. 
businesses having invested capital, 
tax applied to income in excess of + 


partnerships)_plus a rate of return om 


invested capital for the taxable yeat 
equal to the prewar average (19II- 
1913), but not less than 7 per cent not 
more than 9 per cent of the invested 
capital for the taxable year. , The Secre- 
tary of the Treasury was authorized t0 
use the device of the representative firm 
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to give relief to corporations which had 
no prewar income or which had abnor- 
mally low prewar income. If a concern 
had not been in existence during all of 
at least one prewar year, it was allowed 
an amount equal to 8 per cent of the 
invested capital for the taxable year, 
plus the specific exemption. 

For businesses in which income was 
derived primarily from personal or pro- 
fessional services, the tax applied to in- 
come in excess of a specific exemption 
of $6,000 for individuals and partner- 
ships and $3,000 for corporations, with- 
out regard to the level of prewar in- 
comes. 


Tax Rates 


The October act distinguished be- 
tween businesses in which income arose 
chiefly from personal or professional 
services and those in which income was 
derived primarily from invested capital. 
With respect to the former, the tax was 
8 per cent of net income in excess of the 
specific exemption. 

For those having invested capital, the 
tax rate was graduated according to the 
relationship between income and invest- 
ment. The rates ranged from 20 per 
cent of net income in excess of the al- 
lowable deduction and not in excess of 
1§ per cent of invested capital to 60 
per cent of net income in excess of 33 
per cent of invested capital.’ 


Invested Capital 
As under the March act, invested 


7 The rate schedule was as follows: 


Net income as a percentage 


of invested capital Rate of tax 
Up to 15% 20% 
15 to 20 25 
20 to 25 35 
25 to 33 45 
Over 33 60 
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capital was defined as the capital actu- 
ally paid into the business, including 
paid-in or earned surplus and undivided 
profits; borrowed capital was excluded. 
The provisions were tightened, however, 
with respect to the valuation of differ- 
ent kinds of property paid in for an in- 
terest in corporations and partnerships. 
The value of tangible property paid in 
for stock was limited to the par value 
of the stock issued for it. Patents and 
copyrights were treated about the same 
as tangible property, but other intangi- 
bles paid in for stock or shares could be 
included in invested capital only when 
paid in before March 3, 1917, and were 
limited to 20 per cent of the total stock 
or shares outstanding on that date. 
Assets, the income from which was 
exempt from tax, were specifically 
excluded. 


REVENUE ACT OF 1918 
The War Profits and Excess Profits Tax 


In its recommendations to the con- 
gressional tax committees for revenue 
legislation in 1918, the Treasury De- 
partment maintained that the existing 
excess profits tax was failing to reach 
war profits.® It therefore recom- 
mended that the existing excess profits 
tax be supplemented by a tax on war 
profits, with the higher of the two taxes 
being paid.® The Revenue Act of 1918 
imposed, for the year 1918 only, a war 
profits tax on all earnings exceeding the 
sum of the average annual net income 
of the prewar period 1911-1913 and 


8 Letter of Secretary McAdoo to the Chairman of 
the Committee on Ways and Means, June 5, 1918. 
Annual Report of the Secretary of the Treasury, 
1918, pp. 47-48. 


9 Tbid., p. 49. 
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$3,000.1° It also retained an excess 
profits tax on income in excess of a flat 
8 per cent return on invested capital 
for the taxable year, plus the $3,000 
specific exemption. 


Tax Rates 


Although the 1918 act in effect im- 
posed two taxes, they appeared in the 
law as different brackets of a single tax. 
The tax for 1918 was the sum of the 
following: 


(1) 30 per cent of net income (in excess of 
the excess profits credit) up to 20 per 
cent of invested capital; 

(2) 65 per cent of net income in excess of 
20 per cent of invested capital; 

(3) The amount by which 80 per cent of 
the net income in excess of the war 
profits credit exceeded the amount of 
the tax computed under the first and 
second brackets. 


For 1919 and subsequent years, the 
war profits tax did not apply and the 
rates for the excess profits tax were re- 
duced to 20 per cent and 40 per cent, 
respectively." 


Invested Capital 


The definition of invested capital was 
substantially the same in the 1917 and 
1918 acts. The latter act made a few 
changes, however, the most important 


10 Average prewar net income was adjusted to take 
account of capital changes by adding 10 per cent of 
the increase or subtracting 10 per cent of the de- 
crease of invested capital for the taxable year as 
compared with average prewar invested capital. 


11J—n order to protect small corporations, it was 
provided that, for 1918, the tax should not exceed 
30 per cent of the net income from $3,000 to 
$20,000, plus 80 per cent of the net income in ex- 
cess of $20,000. For 1919 and subsequent years, in 
line with the reduction in rates, the tax could not 
exceed 20 per cent of the net income between $3,000 
and $20,000, plus 40 per cent of net income in 
excess of $20,000. 


of which involved the treatment of jp. 
tangibles. Patents and _ copyright, 
which previously had been treated g. 
sentially as tangible property, wer 
made subject to the same limitations a 
other intangibles. Intangibles paid jin 
for stock or shares both before and 
after March 3, 1917 could be included 
up to a limit of 25 per cent of the par 
value of stock outstanding at the be. 
ginning of the taxable year. 


Exemption of Individuals 
and Partnerships 


The Revenue Act of 1918 limited the 
application of the excess profits (and 
war profits) tax to corporations. Ih. 
dividuals and partnerships were there- 
fore subject to excess profits tax for 
only one year, 1917. 

One of the main arguments for ex- 
empting individuals and partnerships 
was the fact that their earnings were 
taxable at surtax rates to the proprie 
tors and partners, whether distributed 
or not, while undistributed earnings of 
corporations were not subject to the 
surtax on individual incomes. 

Another consideration was that of 
administrative practicability. At this 
time, the Bureau of Internal Revenue 
had had little experience with income 
tax administration, and was not pre- 
pared for the introduction of the 
wholly new concept of excess profits 
taxation. The inadequacy of books and 
records made administrative findings of 
fact with respect to invested capital and 
prewar earnings extremely difficult. 
The problems involved in differentiat- 
ing business capital and income from 
the general wealth and income of indi- 
viduals also placed a strain on available 
administrative capacity. 
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The fact that the excess profits tax 
singled out for taxation business income 
of individuals made it an unpopular 
measure. Since income from profes- 
sions and occupations was defined as 
business income, salaries (in excess of 
the specific exemption of $6,000) were 
subject to the 8 per cent excess profits 
tax in addition to the income tax sur- 
taxes. However, incomes of individuals 
from nonbusiness investments were not 
subject to excess profits tax. The tax 
thus discriminated against earned in- 
come and in favor of property income. 
Critics of the tax also argued that there 
was no one level of income, such as 
$6,000, which could be regarded as 
reasonable or normal for all individuals 
or occupations. 


REVENUE ACT OF 1921 


At the end of the war, the future of 
the excess profits tax became an im- 
portant issue. President Wilson, in his 
message to Congress of May 20, 1919, 
recommended that the excess profits tax 
be made a part of the permanent tax 
system.’ However, Secretary of the 
Treasury Carter Glass, in his Annual 
Report of November 20, 1919, recom- 
mended elimination or reduction of the 
excess profits tax and replacement of 
the revenue lost by an increase of the 
normal tax and surtax.’* Secretary 
Houston, who succeeded Secretary Glass 
early in 1920, took the position that the 
tax must be replaced, not merely re- 
pealed. He suggested the substitution 
of a tax on undistributed corporation 
profits as a means of equalizing taxes 
upon incorporated and unincorporated 


12 Congressional Record, Vol. LVIII, pp. 41-42. 


13 Annual Report of the Secretary of the Treasury 
for the fiscal year 1919, p. 24. 
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businesses. He pointed out that if the 
excess profits tax were repealed without 
placing some equivalent or compensa- 
tory tax upon corporations to match 
the surtax upon reinvested income paid 
by unincorporated firms, a heavy pre- 
mium would be given to the corporate 
form of business organization."* 

After the presidential election of 
1920, the new Secretary of the Treas- 
ury, Mr. Mellon, recommended to the 
Committee on Ways and Means the 
retroactive repeal of the excess profits 
tax as of January 1, 1921, and, as a par- 
tial substitute, an increase in the cor- 
poration income tax rate from 10 to 
12.5 per cent.’® In the Revenue Act of 
1921, Congress increased the corpora- 
tion rate to 12.5 per cent but set the 
date of repeal of the excess profits tax 
at January 1, 1922, rather than a year 
earlier. 


PERIOD BETWEEN WORLD WARS 
I AND Il, 1920-1940 


During the twenty years between the 
first and second world wars, Congress 
took considerable interest in the pre- 
vention of war profits in the event of 
another war. More than 150 bills and 
resolutions pertaining to profit limita- 
tion and war taxation were introduced 
in Congress during this period. Be- 
tween 1920 and 1930, these proposals 
related largely to price fixing and con- 
scription of property as a means of 
eliminating war profits. Beginning in 
the early thirties, however, numerous 


14Tetter from Secretary Houston to the Chair- 
man of the Committee on Ways and Means, March 
17, 1920. Annual Report of the Secretary of the 
Treasury, 1920, p. 32. 


15 Letter from Secretary Mellon to the Chairman 
of the Committee on Ways and Means, August 10, 
1921. Amnual Report of the Secretary of the Treas- 
ury, 1921, p. 370. 
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proposals concerned with wartime taxes 
were introduced, several of which called 
for a system of taxation which would 
absorb all profits above a fair normal 
return to be fixed by Congress. These 
proposals centered mainly around the 
recommendations of the War Policies 
Commission '® made in 1932, and the 
recommendations of the Special Com- 
mittee on the Investigation of the Mu- 
nitions Industry (the Nye Committee) 
made in 1935..° The former group 
proposed that in time of war a flat-rate 
tax of 95 per cent be imposed on the 
excess income of individuals and cor- 
porations over the average income of 
the last three prewar years. The Nye 
Committee recommended an_ excess 
profits tax with rates graduated accord- 
ing to the relation of the corporation’s 
net income to the adjusted declared 
value of its capital stock. It was con- 
templated that the tax rate would reach 
100 per cent when profits exceeded 6 
per cent of the value of capital stock. 


In 1934, Congress enacted the Vin- 
son-Trammell Act to provide for the 
recapture of excess profits realized on 
contracts for naval vessels and aircraft. 
This act, as amended, limited profits on 
contracts for naval vessels to 10 per 
cent and for naval or army aircraft to 
12 per cent of total contract price. 
Contracts involving amounts not in ex- 
cess of $10,000 were exempt from the 
profit limitations. The Merchant Ma- 
rine Act of 1936 contained profit 
limitations similar in most respects to 
those of the Vinson-Trammell Act. 


The 


16 House Doc. No. 264, 72d Cong., Ist sess. 1932, 
p. 3. 

17“ Preliminary Report on Wartime Taxation and 
Price Control,” Senate Report No. 944, Pt. 2, 74th 
Cong., Ist sess., 1935. 
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these acts were suspended with the ep. 
actment of the excess profits tax jp 
1940. The report of the Ways ang 
Means Committee on the Second Reve. 
nue Bill of 1940 indicated that since the 
excess profits tax would apply to a 
corporations, including corporation 
subject to the special profit-limiting 
provisions of the Vinson-Trammell Ac, 
such special provisions should not apply 
while the excess profits tax was in force, 
Uniformity would thus be achieved in 
the tax treatment of all abnormd 
profits resulting from the national de 
fense program.’® 


SECOND REVENUE ACT OF 1940 


With the initiation of the defens 
program in 1940, excess profits taxa 
tion became an important current issue, 
In reporting out the first revenue bill of 
1940, the Ways and Means Committe 
directed its technical assistants and the 
Treasury staff to accelerate work on an 
excess profits tax and on special amor- 
tization for national defense indus 
tries.’ The Revenue Bill of 1940, a 
passed by the Senate, contained two 
floor amendments, introduced by Sena- 
tors Connally and LaFollette, provid- 
ing, respectively, for a war profits tax 
and an excess profits tax. Although 
these amendments were rejected in con- 
ference, the conference committee 
adopted a resolution declaring itself to 
be in favor of early enactment of excess 
profits tax legislation, applying retro 
actively to the calendar year 1940. It 
requested the Treasury to submit to the 
House Ways and Means and Senate 


18 Report of the Committee on Ways and Means 
on the Second Revenue Bill of 1940, House Report 
No. 2894, 76th Cong., 3d sess., p. 15. 


19 Report of the Committee on Ways and Meant 
on the Revenue Bill of 1940, House Report No. 
2491, 76th Cong., 3d sess., p. 3. 
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Finance Committees not later than Oc- 
tober 1, 1940, a plan for such a tax.” 
Shortly after the committee resolu- 
tion, President Roosevelt sent a special 
message to Congress on July 1, 1940, 
calling for the elimination of excessive 
profits “ by the enactment of a steeply 
graduated excess profits tax, to be ap- 
plied to all individuals and all corporate 
organizations without discrimination.”””* 


The Concept of Excess Profits 


At an early stage of the discussions, 
differences of opinion developed as to 
whether the object of taxation should 
be profits in excess of a “ reasonable 
rate of return on investment” or 
profits in excess of a prewar average, or 
some compound of the two. The pre- 
war average standard had been recom- 
mended in 1932 by the War Policies 
Commission,*” and the excess over a 
reasonable return by the Nye Commit- 
tee in 1935.77 Of the two Senate 
amendments to the Revenue Bill of 
1940, Senator LaFollette’s had proposed 
a tax on the excess over an 8 per cent 
return on invested capital while Sena- 
tor Connally’s had proposed giving the 
taxpayer a choice of bases—the excess 
over a § per cent return on invested 
capital, or the excess over average earn- 
ings for 3 of the 4 years 1936-1939. 

Both these basic plans were presented 
before the Subcommittee on Internal 
Revenue Taxation of the Committee on 
Ways and Means in its deliberations 


20 . e 
Resolution of the committee of conferees on H. 


R. 10039, Congressional Record, June 22, 1940, p. 
9025, 


*1 President’s Message to Congress, July 1, 1940, 
House Doc. 854, 76th Cong., 3d sess. 

9 

*2 House Doc. 264, 72d Cong., Ist sess., p. 3. 


23 Senate Report No. 944, Pt. 2, 74th Cong. 
Ist. sess, 


LEGISLATIVE HISTORY 243 


during the summer of 1940. The 
Treasury recommended taxing the ex- 
cess of corporate income over the sum 
of $5,000 plus a normal rate of return 
on invested capital— normal return ” 
to be based on the average of the years 
1936-1939, but not to exceed 10 per 
cent of invested capital. Under the 
Treasury proposal, a minimum credit 
was to be allowed equal to 4 per cent of 
total invested capital with an additional 
2 per cent allowed on the first $500,- 
000. Additional credit was to be given 
for new capital equal to 10 per cent of 
any new capital which did not cause the 
total invested capital to exceed $500,- 
000, and 8 per cent of any further addi- 
tions to capital. 

Borrowed capital was to be included 
in invested capital at varying percent- 
ages depending upon the total amount 
of invested capital. Borrowings which 
did not bring the total invested capital 
(borrowed and equity capital) above 
$100,000 would be recognized in full; 
borrowings which brought total in- 
vested capital above $100,000 but not 
up to $1 million would be admitted at 
the rate of 6624 per cent; and borrow- 
ings which carried the total investment 
above $1 million would be admitted at 
331% per cent. 

The staff of the Joint Committee 
on Internal Revenue Taxation recom- 
mended taxing the excess of current 
profits over “ normal profits,” measured 
by the 1936-1939 average, with an ad- 
justment for changes in capital since 
the base period. An alternative stand- 
ard representing a minimum rate of re- 
turn on invested capital was proposed 
for corporations with low base-period 
earnings. 

In its recommendations, the Subcom- 
mittee on Internal Revenue Taxation 
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combined certain aspects of the Treas- 
ury and Joint Committee staffs’ plans 
by allowing taxpayers the option of 
using either the invested capital or the 
average earnings method of computing 
the excess profits credit.** 

The second 1940 bill, as reported by 
the Committee on Ways and Means, 
adopted the subcommittee proposal of 
allowing the taxpayer a choice of bases. 
Corporations which were actually or 
constructively in existence during the 
entire base period could compute the 
excess profits credit on the basis of 
either (1) average earnings for the base 
period (increased by 8 per cent of net 
additions to capital occurring after the 
beginning of the taxpayer’s first taxable 
year, or decreased by 6 per cent of net 
reductions in capital during the same 
period); or (2) an amount equal to 
the average rate of return on invested 
capital during the base period, but not 
to exceed 10 per cent, nor be less than 
§ per cent of invested capital in the 
taxable year (except that with respect 
to the first $500,000 of invested capital 
the minimum was 7 per cent). In ad- 
dition, corporations using the invested 
capital method were allowed a 10 per 
cent tax-free return on new capital to 
the extent that it did not cause invested 
capital to exceed $500,000, and an 8 
per cent return on new capital in excess 
of that figure. 

When this bill was referred to the 
Senate Finance Committee, the Com- 
mittee retained the alternative methods 
of computing the credit,”> but substi- 


24 Report of the Subcommittee on Internal Reve- 
nue Taxation to the Committee on Ways and Means 
relative to Excess-Profits Tax and Special Amortiza- 
tion, August 8, 1940, pp. 3-5. 


25 Senator LaFollette submitted a vigorous dissent 
in a minority report. He took the position that the 


bill combined two opposing theories of excess profits 
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tuted an invested capital option equj 
to a flat 8 per cent of invested capitj 
during the taxable year. In lieu of th 
preferential rate on the first $500,0y 
of invested capital, the specific eXemp. 
tion was increased to $10,000.78 


The second 1940 bill, as reporte 


by the conference committee, large 


followed the Senate pattern. It x 
tained the alternative methods of com. 
puting the credit and allowed an 8 pe 
cent return under the invested capit/ 
option. Under the average earning 
method, however, only 95 per cent of 
average base-period earnings were 
lowed as the credit. This 5 per cem 
reduction of base-period earnings ws 
adopted in lieu of the penalty rats 
which the House had proposed on cor. 
porations electing the earnings methot 


(See below.) 


As finally aproved, the tax applied 
the excess of net income over a specifi 
exemption of $5,000, plus an exces 
profits credit of either 95 per cent of 
the average base-period net income for 
the years 1936-1939, or 8 per centof 
invested capital. In cutting back th 
specific exemption from $10,000 t 
$5,000, the conference agreed to allo 
corporations whose normal tax net it 
come for the taxable year was not ove 
$25,000 to carry forward any unusi 
excess profits credit for the preceding 
taxable year as a credit against exces 
profits net income. 

The privilege of electing the averagt 








taxation, the net effect of which was to include tk 
shortcomings of both without the advantages # 
either. The large prosperous corporations with ci 
sistent substantial profits, those most able to pay # 
excess profits tax, would pay little or no tax. Sem 
Report 2114, Pt. 2, 76th Cong., 3d sess. 


26 Senate Finance Committee Report on the S 
ond Revenue Bill of 1940, Senate Report No. 2i!4 
76th Cong., 3d sess., p. 5. 
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earnings method was extended to all 
corporations which had been in exist- 
ence during any part of the base period. 
Such a corporation was deemed to have 
had, in that portion of the base period 
when it Was not in existence, earnings 
equal to 8 per cent of its invested capi- 
tal at the beginning of its first taxable 
year in 1940. Corporations not in ex- 
istence before January 1, 1940, had to 
compute their credit on the invested 
capital basis. 

In the case of corporations using the 
average earnings method, the credit was 
adjusted for changes occurring in capi- 
tal stock and paid-in capital within the 
taxable year. The credit was increased 
by 8 per cent of net additions and was 
reduced by 6 per cent of any net re- 
ductions of such capital. The adjust- 
ment did not apply to reinvested earn- 
ings and borrowings. For corporations 
using the invested capital basis, an al- 
lowance was automatically provided for 
additional invested capital since the 
credit was based on invested capital for 
the taxable year. 


Tax Rates 


The second 1940 bill, as passed by 
the House, included a twofold tax 
penalty on corporations electing to use 
the average earnings method of com- 
puting the excess profits credit. Such 
corporations were to pay an excess 
profits tax which ranged from 25 per 
cent on the first $20,000 of excess 
profits to 50 per cent on that portion 
in excess of $500,000, plus an additional 
tax of 4.1 per cent on their total net 
income, Taxpayers using the invested 
capital credit were to pay an excess 
profits tax of § percentage points less in 
each excess profits bracket than those 
using the average earnings standard and 
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were not liable for the additional tax on 
total net income. 

The Senate Finance Committee elimi- 
nated both the 5 per cent tax differ- 
ential and the additional 4.1 per cent 
tax. In lieu of the latter tax, the Com- 
mittee approved an increase of the nor- 
mal corporate income tax rate by 3.1 
percentage points, from 20.9 per cent to 
24 per cent for corporations in general. 

In conference, it was agreed that in 
lieu of the penalty taxes on corpora- 
tions using the average earnings method, 
only 95 per cent of the average base 
period earnings should be allowed as 
the excess profits credit. The same 
schedule of rates would apply regardless 
of which method of computing the 
credit was used. The rates ranged from 
25 per cent on adjusted excess profits 
net income of less than $20,000 to 50 
per cent on the amount of such income 
in excess of $500,000.77 These rates 
were applicable to adjusted excess 
profits net income after deduction of 
income taxes. The increase of the cor- 
porate income tax rate to 24 per cent 
for corporations in general was ap- 
proved. 


Invested Capital 


In the 1940 act, invested capital was 
taken as the sum of equity capital and 
50 per cent of borrowed capital, less an 
adjustment for inadmissible assets. The 
House bill had included borrowed capi- 
tal at varying percentages (100, 66%, 
and 3314) depending upon the amount 


27 The rate schedule was as follows: 


Adjusted excess Adjusted excess 


profits net Rate of profits net Rate of 
: tax : tax 
income income 
(in thousands) (in thousands) 
Less than $20 25% $100-250 40% 
20- 50 30 250-500 45 
50-100 35 Over 500 50 
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of equity and borrowed capital. The 
Senate, however, revised this formula to 
provide a flat 50 per cent of borrowed 
capital, regardless of the size of the cor- 
poration, and the conference approved 
the 50 per cent provision. A corollary 
of the allowance of 50 per cent of bor- 
rowed capital in computing the invested 
capital credit was the requirement that 
§0 per cent of the interest paid on such 
capital should be included in excess 
profits net income.”* 


Scope of the Tax 


Exemption of Individuals and Part- 
nerships—The 1940 excess profits tax 
applied to corporations only. The As- 
sistant Secretary of the Treasury in his 
statement before the Joint Hearings of 
the Ways and Means and Finance Com- 
mittees indicated that the exclusion of 
individuals and partnerships was recom- 
mended because individuals were al- 
ready subject to graduated surtaxes 
which reached 75 per cent in the top 
bracket.*® Also, he pointed out that 
individuals and partnerships differ from 
corporations in that they cannot ac- 
cumulate any surpluses tax free, but are 
taxed on their profits whether distrib- 
uted or not. 

With respect to the omission of part- 
nerships and proprietorships, the report 
of the Subcommittee of the Committee 
on Ways and Means said: 


28 The benefit conferred by the borrowed capital 
provision thus depended upon the percentage allowed 
on such borrowed capital in relation to the rate of 
interest paid on it. 


29 Statement of Assistant Secretary Sullivan be- 
fore the Joint Hearings before the House Committee 
on Ways and Means and the Senate Committee on 
Finance on “ Excess Profits Taxation, Amortization, 
and Suspension of Vinson-Trammell Act,” 76th 
Cong., 3d sess., Aug. 9, 1940, p. 69. 
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‘, . « It is recommended that the ty 
apply only to corporations, as individy 
and partnership incomes are subject ty 
heavy surtaxes upon all net incom 
whether left in the business or not, whik 
corporations and their stockholders ay 
relieved from surtaxes upon earning 
which are not distributed. Moreover, x 
all of the assets of an individual, or all of 
the individuals comprising a partnership, 
are liable in any venture, it is extremely 
difficult, if not impossible, to determi 
the capital attributable to any particulg 
undertaking or business in which an in 
dividual or partnership is engaged.” ® 


Exempt Cor porations.—Corporation 
exempt from income tax under Section 
101 of the Code and certain other spe- 
cial types of organizations were exempt 
from excess profits tax.*" 

Personal service corporations wer 
also exempt but shareholders of such 
corporations were subject to income tar 
upon the undistributed net income of 
the company.*” 


30 Report of the Subcommittee on Internal Rev 
nue Taxation to the Committee on Ways and Mean 
relative to Excess-Profits Tax and Special Amortiz 
tion, August 8, 1940, p. 3. 


31 The following were exempt: domestic and for 
eign personal holding companies; mutual investment 
companies; registered diversified investment com 
panies; foreign corporations not engaged in trade of 
business in the United States and not having an office 
or place of business therein; domestic corporation 
which regularly derive 95 per cent or more of theit 
income from sources outside the United States, if # 
least half of their gross income is derived from tk 
active conduct of a trade or business; corporation 
subsidized by the United States for the transporte 
tion of mail by aircraft, if their income exclusitt 
of such compensation is insufficient to establish & 
cess profits tax liability; and corporations engaged i@ 
the mining of strategic metals. 


32 Personal service corporations were those i 
which capital is not a material income-producing fat 
tor and income can be ascribed primarily to the # 
tivity of shareholders who own at least 70 per ces 
of each class of stock of the corporation. 
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Amortization of Emergency Facilities 


The Second Revenue Act of 1940 
permitted taxpayers accelerated depre- 
ciation on facilities constructed or ac- 
quired in the interest of national de- 
fense. It provided for a 20 per cent 
annual amortization of the cost of new 
facilities approved by the principal pro- 
curement agencies as essential to war 
production by the issuance of necessity 
certificates. The unamortized balance 
could be written off, at the election of 
the taxpayer, when the facility ceased 
to be needed or before September 29, 
1945, the end of the emergency period. 


The purpose of this provision was to 
remove possible tax deterrents to pri- 
vate financing of new plant facilities 
essential to the war effort but whose 
usefulness to the business was believed 
to end with the termination of the war. 
It thus permitted businesses to write off 
the cost of the facilities against high 
wartime tax rates. In addition, it 
should be noted, price adjustment 
boards allowed such deductions in the 
determination of excessive profits upon 
renegotiation. 


EXCESS PROFITS TAX AMENDMENTS 
OF 1941 


Relief Provisions 


The Excess Profits Tax Amendments 
of 1941 were designed to refine the ex- 
cess profits tax base provided in the 
Second Revenue Act of 1940. The 
amendments were to apply retroactively 
to taxable years beginning after Decem- 
ber 31, 1939, and were thus effective as 
if they had been incorporated in the 
Second Revenue Act of 1940. The 
conference committee on the Second 
Revenue Act of 1940 had adopted a 
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provision designed to take care of un- 
foreseeable situations by authorizing the 
Commissioner of Internal Revenue to 
make such adjustments as might be 
necessary to correct abnormalities af- 
fecting both income and capital. The 
House managers on the bill had in- 
structed the Treasury and the Joint 
Committee staffs to give additional 
study to the problem and report to the 
committees. The findings of these 
staffs furnished the basis for the legis- 
lation. The amendments attempted to 
provide a set of flexible rules which 
would take care of any severe hardship 
cases which might arise. 

Carry-Forward of Unused Excess 
Profits Credit—The provision for a 
one-year carry-forward of unused ex- 
cess profits credit, which under the 
1940 act was limited to corporations 
with net incomes of $25,000 or less, 
was revised to extend retroactively to 
all corporations a two-year carry-for- 
ward of unused credits. It was pointed 
out by the Committee on Ways and 
Means that the carry-over would relieve 
inequities caused by sharply fluctuating 
earnings and would aid new and grow- 
ing corporations.** 

Abnormal Deductions in Base Period. 
—The 1940 act had permitted an ad- 
justment in base period net income for 
deductions “ grossly disproportionate ” 
to the normal amount of such deduc- 
tions. The 1941 amendments spelled 
out in more detail the circumstances 
under which and the extent to which 
abnormal deductions would be disal- 
lowed in computing base period income. 
The effect of such disallowance was to 
increase the earnings credit. 

33 Report of the Committee on Ways and Means 


on Excess Profits Tax Amendments of 1941, House 
Report No. 146, 77th Cong., Ist sess., p. 2. 
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Growth Formula.”—Relief was 
provided for corporations that had ex- 
perienced rapid growth during the base 
period. Companies whose earnings in 
1938 and 1939 were higher than their 
1936 and 1937 income were permitted 
to use a “ growth formula.” ** 


General Relief.®*° 
THE REVENUE ACT OF 1941 


Changes in the Tax Base and Rates 


The Revenue Act of 1941 made sub- 
stantial revisions in both the credits and 
the rates of the 1940 act. 


At the hearings before the Commit- 
tee on Ways and Means on the revenue 
bill, the Treasury pointed out what it 
considered to be defects of the existing 
law.*® Experience was showing that 
many corporations with large defense 
profits paid little or no excess profits 
tax because they were allowed a mini- 
mum credit of 8 per cent of invested 
capital. In the case of other corpora- 
tions, the average earnings base was ex- 
empting a large portion of profits in 
excess of a necessary normal return on 
invested capital. The Treasury, there- 
fore, suggested revision of the excess 
profits credit along the lines of its 1940 


34 When a corporation’s earnings for the second 
half of the base period were in excess of the earnings 
for the first half of such period, the excess of the 
aggregate for the second half over the first half was 
divided by two and this amount was then added to 
the excess profits net income for the second half. 
The sum resulting was divided by the number of 
months in the second half and multiplied by twelve 
to give the average base-period net income. The new 
credit could not, however, exceed the actual income 
of the best base-period year. 


35 Eprror’s Note: The general relief provisions of 
World War II are not discussed in this article since 
they are covered in the accompanying article by Mr. 
Oakes. 


36 Statement of Assistant Secretary Sullivan, Hear- 
ings before the Committee on Ways and Means on 
Revenue Revision of 1941, Vol. 2, p. 1337. 


proposal. It again proposed to remoy 
the taxpayer’s option of using either the 
average base-period earnings or the in. 
vested capital method of computing th 
credit and to substitute a credit equal 
to earnings during the base period, but 
with a maximum and a minimum e¢. 
pressed as a percentage of invested 
capital.** 

The Ways and Means Committe 
recommended retention of the alterni- 
tive methods of computing the exces 
profits credit ** but proposed the fol- 
lowing changes in the tax base and 
rates: 

(1) Increase the excess profits tax 
rates by 10 percentage points in each 
bracket (making the rates range from 
35 per cent on the first $20,000 of 
adjusted excess profits net income to 
60 per cent on such income over 
$500,000) ; 

(2) Impose upon corporations using 
the invested capital credit a special tax 
of 10 per cent upon profits which ex- 
ceed average base-period earnings but 
escape excess profits tax under the in- 
vested capital credit; 

(3) Reduce the invested capita 
credit from 8 to 7 per cent for invested 
capital in excess of $5 million; 

(4) Reverse the order of computing 
the income and excess profits taxes, 
that is, compute the excess profits tax 
first and allow it as a deduction in com- 
puting the income tax; and 

(5) Allow new capital in the form 
of money or property paid in for stock 
during taxable years beginning after 
December 31, 1940 and taxable stock 
dividends made during the same period 


37 Ibid., p. 1338. 


38 This position is defended at some length in th 
Report of the Committee on Ways and Means on the 
Revenue Bill of 1941. House Report No. 104, 
77th Cong., Ist sess., p. 23. 
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to be counted at 125 per cent of its 
yalue in computing the excess profits 
credit under the invested capital 
method.*” 

The bill as finally approved incor- 
porated all of these provisions, with the 
exception of the special 10 per cent tax 
on corporations using the invested capi- 
tal credit. 

In addition to the increase in excess 
profits tax rates by 10 percentage points 
in each bracket, the Revenue Act of 
1941 increased the corporate income tax 
rates through the addition of a surtax 
of 6 per cent on the first $25,000 of 
surtax net income and 7 per cent on 
amounts in excess of $25,000.*° The 
top combined normal and surtax rate 
for larger corporations was thus set at 
31 per cent. Since the excess profits 
tax was deductible in determining the 
income tax base, however, the 60 per 
cent top rate of excess profits tax and 
31 per cent normal plus surtax rate 
were not fully additive; at most a dollar 
of excess profits would be subject to 60 
cents of excess profits tax, and 31 per 
cent of the remaining 40 cents (i.e., 
12.4 cents) would be the normal tax 
plus surtax, giving a combined rate of 
72.4 per cent. 


REVENUE ACT OF 1942 


Soon after the enactment of the 
Revenue Act of 1941, the outbreak of 
actual war between the United States 


89 New capital would not include reinvested earn- 
ings and borrowings. The additional credit for new 
capital was equivalent to allowing on new capital a 
credit of 10 per cent where 8 per cent was allowed 
on old capital, and 834 per cent where 7 per cent 
was allowed on old capital. House Report, op. cit., 
Pp. 26 and 47, 


40¢,, . 
Surtax net income was greater than normal tax 
net income by the amount of interest on partially 
tak-exempt securities. 


LEGISLATIVE HISTORY 249 


and the Axis powers made necessary 
still more drastic fiscal action. The 
Budget Message for 1943, sent to Con- 
gress January 5, 1942, laid down a goal 
of $7 billion additional taxes to be col- 
lected during the fiscal year 1942- 
1943.*1 The position was taken that 
war expenditures should be financed as 
far as possible by taxation and that the 
time had come when extraordinary 
measures were needed to aid in avoiding 
inflationary price rises which might 
occur when full capacity was ap- 
proached. Under the 7-point program 
for controlling the cost of living, ad- 
dressed to Congress April 27, 1942, the 
President called for a 100 per cent ex- 
cess profits tax.*? 

The Treasury’s corporation tax pro- 
posals, as submitted later to the Ways 
and Means Committee, stressed the two 
objectives of increasing revenue through 
increases in rates and more effective re- 
capture of war-generated profits, and 
of extending and clarifying relief pro- 
visions designed to mitigate hardships 
arising under high rates of tax. 


Tax Rates 


In its appearance before the Ways 
and Means Committee, the Treasury 
recommended an increase of excess 
profits tax rates by 15 percentage points 
in each bracket, which would have 
raised the top rate to 75 per cent. In 


_addition, it recommended that a special 


war surtax (absorbing the existing cor- 
porate surtax) be imposed at the rate 
of 31 per cent on corporations with 


41In addition to $2 billion of additional social 
security taxes. 


42, A measure complementary to the excess profits 
tax, the Renegotiation Act of 1942, was passed by 
Congress in April, 1942. For a discussion of this 
measure, see below. 
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net income over $25,000 ** in addition 
to the normal tax of 24 per cent. In 
order that the high top or marginal 
rates of combined excess profits tax, 
war surtax, and normal tax should not 
impair incentive for maintenance of 
efficient and economical business opera- 
tions, an 80 per cent limitation on mar- 
ginal rates and a postwar refund of 
amounts collected in excess of 80 per 
cent of net income was proposed.** 


The 1942 bill as finally approved by 
the House provided a flat 90 per cent 
excess profits tax rate and a surtax rate 
of 21 per cent for larger corporations 
in addition to the normal tax of 24 per 
cent. The Senate accepted the 90 per 
cent rate on excess profits but reduced 
the combined normal tax and surtax 
rate to 40 per cent, and this rate was 
agreed upon in conference. 


The 1942 act made a further re- 
vision in the method of coordinating in- 
come and excess profits taxes. Whereas 
previously (under the. Revenue Act of 
1941) the excess profits tax was de- 
ducted from net income in arriving at 
the income tax base, beginning in 1942, 
income subject to excess profits tax was 
deducted from net income subject to 
income tax. Thus, no part of a cor- 
poration’s income was subject to both 
taxes. Normal income was subject to 


43 A special tax credit was to be allowed for cor- 
porations whose current year’s surtax net income was 
below prewar levels. A lower surtax of 16 per cent 
was recommended for corporations with net incomes 
under $25,000. 


44 Since the excess profits tax was deductible from 
net income in arriving at the income tax base, the 
maximum rate on any additional dollar of excess 
profits resulting from the 75 per cent excess profits 
tax rate and the 55 per cent combined normal and 
surtax rate would be a rate of 88.75 per cent. In 
such a case, the excess over 80 per cent (i.e., 8.75 
cents per dollar subject to the maximum rate) would 
be held for postwar refund. 


[ Vou. ly 


a combined normal tax and surtax of 
40 per cent; excess income was subjeq 
to a 90 per cent excess profits tax, by 
the combined liability of excess profi, 
tax and normal tax and surtax coulj 
not exceed 80 per cent of corporate sup. 
tax net income (unreduced by the ip. 
come subject to excess profits tax), 
The 90 per cent excess profits tax ray 
was reduced by provision for a postwar 
refund equal to 10 per cent of the ex. 
cess profits tax. This credit was avail. 
ble currently for debt retirement up 
40 per cent of the amounts paid in debt 
retirement during the taxable year# 
The effect of the postwar credit pro. 
vision was to reduce the net rate of th 
excess profits tax to 81 per cent. Th 
maximum combined effective rate of 
income and excess profits taxes (after 
postwar credit) was 72.8 per cent. 


Reduction of Invested Capital Credit 


Under the 1942 act, the invested 
capital credit was reduced from 7 toé 
per cent on invested capital exceeding 
$10 million but not over $200 million, 
and from 7 to § per cent on all invested 
capital over $200 million. The credit 
allowed with respect to the first and 
second brackets of $5 million each re 
mained at 8 and 7 per cent, respectively. 


45In general, the credit was to be treated a1 
postwar refund, evidenced by interest-free bonds 
which were not to be negotiable, transferable or 
deemable until after the cessation of hostilities. The 
bonds were to mature at the end of the second 
calendar year after cessation of hostilities in the ca 
of bonds purchased with the 1942 credit; the thin 
year for 1943; the fourth year for 1944; and th 
fifth year for any later years. Proceeds of the bonds 
were to be exempt from the regular corporation it 
come tax at the time of redemption. 


46 This rate was effective at a point where exces 
profits net income was five times the credit or, it 
the case of companies using the average base-period 
carnings method, where current earnings were 4/5 
times average base-period earnings. 
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Carry-Back of Unused Excess 
Profits Credits 


The 1942 act added a two-year carry- 
back to the two-year carry-forward of 
unused excess profits credits previously 
allowed which, in effect, permitted 
averaging of excess profits over a 5-year 
period. The Senate Finance Committee 
indicated that the carry-back would 
provide the same type of relief in 
periods of declining profits which the 
carry-forward provided in periods of 
increasing profits, and that it was being 
adopted in recognition of the need for 
some method of adjusting wartime in- 
come for war-related postwar costs.** 
Interested groups of taxpayers had 
recommended to the Committee the al- 
lowance of tax-free reserves to be set 
aside out of wartime income to meet 
postwar contingencies such as deferred 
maintenance and reconversion costs. 
The two-year carry-back of unused ex- 
cess profits credit was regarded as an 
alternative method of allowing war- 
connected postwar losses to reduce war- 
time taxes. 

The 1942 act also added a two-year 
carry-back of net operating losses to 
the two-year carry-forward already in 
effect. 


Relief Provisions 


The Revenue Act of 1942 broadened 
the relief provisions designed to ease the 
impact of the excess profits tax. It 
also removed the limitations upon eligi- 
bility for general relief which had been 
included in the 1941 amendments. The 
principal changes in the relief provisions 
are outlined below. 


47 Report of the Senate Committee on Finance on 
the Revenue Bill of 1942, Senate Report No. 1631, 
77th Cong., 2d sess., pp. 51-52. 
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Automatic Relief.—Provision was 
made for adjustment of the average 
earnings credit where income of the 
taxpayer was abnormally low in one 
year of the base period. In computing 
the excess profits credit based on aver- 
age base-period net income, a corpora- 
tion could substitute for the income of 
any one year in which there was a 
deficit, or in which the excess profits 
net income was less than 75 per cent of 
the average for the remaining 3 base- 
period years, an amount equal to 75 
per cent of that average. 


General Relief.* 


REVENUE ACT OF 1943 
Changes in Tax Base and Rates 


The rapid approach to full mobiliza- 
tion during 1942 and early 1943 was 
accompanied by a correspondingly rapid 
expansion of government expenditures. 
In the face of these rising expenditures, 
the Treasury presented to the Ways and 
Means Committee on October 4, 1943, 
a program for raising $10.5 billion of 
additional revenue annually of which 
$1.1 billion was to be derived from an 
increase in the corporate surtax.** No 
change in the excess profits tax rates 
was suggested. It was pointed out that 
the corporate surtax would reach profits 
which were not designated as excess 
profits in the tax law and thus offered 
greater assurance that all corporations 


which had benefited from the war 


* Eprror’s Note: See Mr. Oakes’s article. 


48 Specifically it recommended that the surtax on 
larger corporations (those with net income in excess 
of $25,000) be increased by 10 percentage points to 
raise the combined normal and surtax from 40 to 50 
per cent. For smaller corporations, an increase of 4 
percentage points was recommended. 
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would make an additional tax contri- 
bution.*® 

As finally approved, however, the 
Revenue Act of 1943 increased the ex- 
cess profits tax rate from 90 to 95 per 
cent, thus increasing the net rate (after 
the 10 per cent postwar credit) from 
81 to 85.5 per cent. It made no 
changes in corporate normal and surtax. 
The 80 per cent maximum effective rate 
limitation on combined corporate in- 
come and excess profits taxes was re- 
tained. The maximum combined effec- 
tive rate of income and excess profits 
taxes (after postwar credit) was 73.1 
per cent.”° 

No new features were introduced 
into the excess profits tax but the spe- 
cific exemption was increased from 
$5,000 to $10,000, and the invested 
capital credit was reduced for corpora- 
tions with more than $5 million but no 
more than $200 million of invested 
capital as follows: 








Revenue 
Invested capital Prior law Act of 
1943 
First $ 5,000,000 8% 8% 
Next 5,000,000 7 6 
Next 190,000,000 6 5 
Over 200,000,000 5 5 





Relief provisions 


The 1943 act contained a number of 
provisions designed to grant special re- 
lief from excess profits tax to certain 
types of corporations not previously 


49 Statement of Randolph Paul, General Counsel 
of Treasury, Hearings before the Senate Committee 
on Finance on the Revenue Act of 1943, pp. 41-42. 


50 This rate was effective at a point where excess 
profits tax net income was 334 times the credit or, 
in the case of companies using the average base-period 
earnings method, where current earnings were ap- 
proximately 3.5 times average base-period earnings. 
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provided for. These included (1) e& 
tension of percentage depletion and ge. 
cess profits exemption to certain min. 
erals, (2) taxing as capital gains the 
income from the cutting of timber, and 
(3) excess profits tax relief for naturd 
gas companies including pipeline oper. 
ators. 


TAX ADJUSTMENT ACT OF 194§ 


The Tax Adjustment Act of 1945 
was approved by the president on July 
31, 1945, during the interval between 
V-E and V-J Day. Its major purpose 
was to make more promptly availabe 
to business benefits which had been pro. 
vided by previous legislation. Thee 
benefits were intended to improve the 
position of business in the transition 
period and ease the financing of recon 
version expenses. 

The only provision of the act which 
was intended to reduce ultimate ta 
liabilities was the increase of the specific 
exemption for excess profits tax from 
$10,000 to $25,000 after December 31, 
1945. This provision was expected to 
free a large number of smaller corpors 
tions from excess profits tax in 1946, 
The increase in specific exemption never 
became effective, however, because of 
the later repeal of the excess profits tat 
by the Revenue Act of 1945. 

Other provisions of the Tax Adjust- 
ment Act of 1945 were significant for 
the timing of tax payments and tt 
funds. First, the postwar credit wa 
made available more promptly. The 
maturity date of bonds which had 4 
ready been issued was advanced to Jat- 
uary 1, 1946. For 1944 and later ta 
years, the postwar credit of 10 per cent 
of the excess profits tax was made cur 
rently available so that the previous n¢t 
excess profits tax rate of 85.5 per cent 
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became the actual rate of tax payable. 
Secondly, tax refunds resulting from 
carry-backs of unused excess profits 
credits and of net operating losses were 
made available more promptly. 
Thirdly, provision was made for speed- 
ing up refunds resulting from recompu- 
tation of deductions for amortization of 
emergency facilities. 


REVENUE ACT OF 1945 


Within three months after the end 
of hostilities of World War II, the Con- 
gress had enacted and the President had 
approved the Revenue Act of 1945 
which made a substantial reduction of 
wartime taxes. 

One of the three major elements in 
the program of tax reduction recom- 
mended by the Treasury in 1945 was 
repeal of the excess profits tax at the 
end of calendar year 1945. Secretary 
of the Treasury Vinson in his statement 
before the Committee on Ways and 
Means in 1945 pointed out that the 
primary purpose of the tax had been to 
prevent war profiteering, and it was 
feared that the continuance of the tax 
into peacetime might present obstacles 
to reconversion and expansion of busi- 
ness."' While recommending repeal of 
the excess profits tax, the Secretary 
suggested retention of the carry-back 
of unused excess profits credits through 
December 31, 1946. This recommen- 
dation was based on the presumption 
that not all war-caused costs on account 
of reconversion or deferred mainte- 
hance, etc. would be incurred by the 
end of 1945 and that, in consequence, 
the purposes for which the carry-backs 


51 Statement of Secretary Vinson before the House 
Committee on Ways and Means, October 1, 1945, 
Annual Report of the Secretary of the Treasury, 
1946, Exhibit 33, p. 329. 
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were enacted would not have been ac- 
complished by the end of that year. 

The act repealed the excess profits 
tax for tax years beginning after De- 
cember 31, 1945. It provided, how- 
ever, that unused excess profits credits 
arising in 1946 might be carried back 
to 1944 and 1945. Such tax refunds 
were augmented by the allowance of 
additional excess profits credits arising 
from new investment in 1946. 

No change was made in corporate 
normal tax rates but surtax rates were 
reduced. The maximum tax rate for 
corporations thus became 38 per cent 
compared with the highest net effective 
wartime rate of 73.1 per cent. 


RENEGOTIATION OF CONTRACTS 


In April, 1942, a measure comple- 
mentary to the excess profits tax was 
passed by Congress, known as the Re- 
negotiation Act of 1942.°% The pur- 
pose of the renegotiation statute, passed 
as part of an appropriation act, was to 
obtain fair prices for goods and services 
purchased by the government in war- 
time. Such fairness was to be deter- 
mined by examination of the costs and 
profits of the individual contractor 
upon completion of the contract. Any 
price deemed excessive was to be re- 
funded to the government. 

Since renegotiation was a price-de- 
termining measure, the statute provided 
that price adjustments amended income 
before rather than after tax. There- 
fore, renegotiation was independent of 
the taxable status of the contractor al- 
though recoveries had the effect of re- 
ducing income subject to tax. 

Although the Renegotiation Act of 
1942 was made part of an appropria- 


52 Section 403, Sixth National Defense Appropria- 
tion Act, 1942, Public Law 528, 77th Cong. 
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tion bill, indicating its close ties with 
procurement, it was generally revised 
by the Revenue Act of 1943.°° This 
bill tied renegotiation in more closely to 
the tax system by requiring that all 
costs allowed for income tax purposes 
be accepted in renegotiation. Never- 
theless, the standards by which profits 
were reviewed in renegotiation in deter- 
mining a fair price differed from those 
used in measuring the excessiveness of 
profits for tax purposes. Profits result- 
ing from negotiated prices were to be 
adjudged under the 1943 act by such 
terms as efficiency, reasonableness of 
costs and profits, amount and source of 
capital, extent of risk, contribution to 
war effort, character of business, etc. 
Thus, the scope of review of profits 
under the renegotiation statute was 
broader than that under the excess 
profits tax. 

Renegotiation was extended by Con- 
gress °* to December 31, 1945, so that 
it expired at the same time as the excess 
profits tax. Gross amounts of more 


53 Public Law 235, 78th Cong. 
54 Public Law 104, 79th Cong., June 30, 1945. 
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than $11 billion are reported to hay 
been recaptured through  renegotiy 
tion.®® If it is assumed that applicabk 
tax rates would have resulted in them 
covery of approximately 70 per cent¢ 
this gross amount, the net recovery ¢ 
fected by renegotiation aggregated a 
proximately $3.3 billion.” 
Renegotiation was therefore an im 
portant adjunct and supplement to th 
World War II excess profits taxes. 


55 Statement of Frank L. Roberts, Chairman, Mik 
tary Renegotiation Policy and Review Board, Off 
of Secretary of Defense, before the Hearings befor 
the Senate Committee on Finance on H. R. 17% 
82d Cong., Ist sess. (Jan. 31, 1951), p. 13. 


56 Ibid. Data compiled by the Bureau of Internj 
Revenue from records of renegotiation settlemeny 
affecting corporation income and excess profits ta 
returns for the four years 1942-1945 show excessix 
profits recaptured through renegotiation, subsequem 
to the filing of tax returns, amounting to $6.7 bi 
lion. (See Statement of Secretary Snyder before th 
Ways and Means Committee Hearings on Exces 
Profits Tax on Corporations, 1950, 81st Cong, 
sess., p. 23.) Income and excess profits taxes amount 
ing to approximately $5 billion were assessed on thee 
excessive profits. The net effect of the renegotiation 
reflected in these adjustments thus was an increase it 
government receipts of $1.7 billion. However, thee 
data do not disclose the amount of excessive profit 
recaptured before the filing of income and exces 
profits tax returns and reflected in these returns # 


filed. 








THE HADACOL OF THE BUDGET MAKERS 


JOHN PHILLIPs * 


HE most human of all human char- 

acteristics is the desire to avoid the 
consequences of our own errors and 
omissions. When we were very young 
our mothers read us fairy stories in 
which the hero arrived in the nick of 
time, and the prince always married the 
beautiful princess. As we get older, we 
support a thriving vitamin industry, 
and are reassured every morning that 
Dick Tracy will protect us from evil 
doers, or that Daddy Warbucks and 
Punjab will appear when the danger be- 
comes critical. 

Even the spending of the taxpayers’ 
money is not free from the hope that, 
after 20 years of unparalleled expansion 
in the Executive Branch of the Federal 
Government, some miraculous cure will 
be found to achieve economy without 
hard work and harder sacrifices. The 
spotlight of attention that has been 
thrown in recent years upon the “ pack- 
age budget ” is another evidence of this 
human characteristic.! Many individ- 
uals who would recommend the package 
budget as a cure for budgetary ills 
thoughtlessly put themselves in the same 
category as the men and women who 
try Hadacol in preference to a thorough 

*The author is Representative in the Congress 
from the 22d District of California; member of the 
House Committee on Appropriations, and ranking 


minority member of the subcommittee on appropria- 
tions for the Independent Offices. 


1Clinton Fielder’s article on “ Reform of the Con- 
gressional Legislative Budget” in the National Tax 
Journal, March, 1951, is an illustration of the bland 
endorsement which has been given to the “ package 
budget” idea by many budgetary experts who feel 
that they cannot discuss legislative budget-making 
Without a respectful obeisance before this latter-day 
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examination by a competent physician, 
thus hoping, in both instances to avoid 
the discomforts or the inconveniences 
of prescribed treatment for the condi- 
tion to which mistakes or heredity have 
brought them. 

If the problem of economy were a 
relatively easy one, the reasons why the 
one package budget is a will-o’-the-wisp 
would not merit much attention. 

But economy in government is far 
from easy. It is quite a different matter 
from economy in a private business, 
where activities take place under the 
limiting controls of available funds, co- 
hesive management, and a profit objec- 
tive toward which all efforts can be 
united. The Federal Government, in 
contrast, is a super-holding company 
involving more enterprises than anyone 
can readily enumerate, let alone under- 
stand, and is directed by 531 prima 
donnas. These directors, sometimes 
wildly apart in their thinking, wear 
themselves out trying to reach decisions 
on which established government oper- 
ations might be handled more effi- 
ciently; on which operations should 
be enlarged or contracted; and on 
whether or not new government func- 
tions should be initiated. For every 
member of Congress there are scores of 
pressure groups and lobbyists, including 
the government agencies, with conflict- 
ing objectives, eager to make a Con- 
gressman’s life easier by making his de- 
cisions for him. In the executive 
agencies the size and variety of govern- 
mental expenditures have become so co- 
lossal that it is almost impossible to tell 
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where sheer complexity ends and inten- 
tional budgetary manipulations begin.” 
Moreover, with many billions of federal 
spending done through contracts with 
private companies, the economical ad- 
ministration of government funds is, to 
an important degree, transferred into 
the hands of private individuals whose 
interest in personal profit is as compel- 
ling as their more abstract concern with 
governmental economy. 

It is my hope that both the advo- 
cates and the critics of the package 
budget will join in a sober examination 
of its pro’s and con’s and in the de- 
velopment of a comprehensive economy 
strategy oriented toward the realistic 
improvement of budgetary procedures. 
The remainder of this article will sketch 
briefly the history of the one-package 
budget, give one man’s views of its de- 
fects, and indicate some of the reforms 
that are needed in congressional efforts 
to wrestle with this vexing problem. 


The Life and Death of a Gadget 


To understand the thinking behind 
the package budget one must first un- 
derstand its origins in the ill-fated 
legislative budget provisions of the 
Legislative Reorganization Act of 1946. 

The authors of the Legislative Reor- 
ganization Act of 1946 were properly 
worried over the fact that in the han- 
dling of appropriation measures the 
Congress gave an undue proportion of 
its attention to individual programs and 


2It would take another article to enumerate the 
various devices that have been developed to evade 
legislative control over expenditures. With all the 
attention that has been given in recent years to tax 
evasion, it is remarkable that these devices have been 
so completely neglected in budgetary literature—al- 
though the Treasury probably loses as much money 
every year through budget-dodging as it does through 
tax-dodging. The reason for this neglect, perhaps, 


is that legislators are usually too busy to write arti- 
cles or books. 
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projects. They felt that more om 
sideration should be given to the ly 
tangible but equally important questig 
of the relationship between the gover, 
ment’s expenditures and revenuy 
They prepared therefore a separate se. 
tion of the Legislative Reorganizatiq 
Act (section 138) entitled, “ Legis, 
tive Budget.” 

The first paragraph of this sectionr. 
quired the two committees on appm 
priations and the two committees 
revenue to meet jointly at the begin 


ning of each regular session of the Conf 


gress, study the President’s budge 
recommendations, and prepare a report 
for the two houses of the Congres 
This report would “contain a recom 
mendation for the maximum amountt) 
be appropriated for expenditure in sud 
year, which shall include such a 
amount to be reserved for deficiencis 
as may be deemed necessary by sut 
committees.” 

The second paragraph, which late 
turned out to be the fly in the but 
getary ointment, provided that ther 
port should be accompanied by a cor 
current resolution “fixing the mai 
mum amount to be appropriated fe 
expenditure in such year.” 

Although most of the members 
Congress, including myself, had hig 
hopes for the success of these prov 
sions, these hopes were shattered by tl 
events of the following three years. 
1947, a concurrent budget resolutict 
was reported in each house, but t 
representatives of the two houses fail 
to agree and the resolution died in cot 
ference committee. In 1948, a conclt 
rent budgetary resolution was eventh 
ally passed, but it turned out that t 
total of the actual appropriatids 
amounted to $6 billion over t 
maximum set in the resolution 
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the resolution, therefore, came to be re- 
garded as something of a joke. In 
1949, congressional leaders decided that 
they could make the concurrent reso- 
jution a success if they had more time 
to work on it, so the Legislative Reor- 
ganization Act was amended to allow 
the resolution to be reported to the two 
houses of Congress on May 1, instead of 
February 15. After this was done, the 
whole affair was forgotten! From then 
on every May 1 has rolled by without 


MP any effort to comply with the amended 


law. 

Now, back in 1945, during the hear- 
ings which preceded passage of the 
Legislative Reorganization Act, the 
then Director of the Budget, Harold 
Smith, had testified that “‘ a more con- 
sistent Congressional policy could prob- 
ably be achieved in appropriations by 
consolidating all annual appropriation 
bills into a single measure.” * In 1947 
this idea was incorporated in a Senate 


concurrent resolution by Senator Byrd 
of Virginia and Senator Butler of Ne- 


braskka. This resolution was reported 
favorably to the Senate by the Senate 
Committee on Rules and Administra- 
tion, but no action was taken upon it. 
In 1949 the Senate Committee once 
again reported a similar resolution to 
the Senate. In both these reports the 
case was made that the purpose of the 
one-package budget was to carry out 
the objective that had been sought by 
the ill-fated legislative budget provi- 
sions of the Legislative Reorganization 
Act. 

But by the time the Senate was ready 
to act on the Byrd-Butler Resolution in 
1949, the House Appropriations Com- 
mittee, under the leadership of its dis- 
tinguished Chairman, Representative 


3Hearings before the Joint Committee on the Or- 
ganization of Congress, 79th Cong., Ist sess., p. 674. 
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Cannon of Missouri, had already taken 
the bit in its teeth. On May 27, 1949, 
Chairman Cannon announced that in 
January, 1950, the House Committee 
on Appropriations would “ discontinue 
the practice which has been in effect 
since the early days of the Congress, of 
reporting appropriations piecemeal in 
separate, unconnected and uncorrelated 
individual bills, and will submit the an- 
nual appropriations in one consolidated 
omnibus appropriation bill.” The rea- 
son given for the change was that “ Sec- 
tion 138 of the Reorganization Act of 
1946 is now a dead letter,” and “‘ some 
practical method must be found of pre- 
senting in one proposal the entire ex- 
penditure program for the fiscal year 
in connection with an authoritative 
forecast of the national income for that 
period.” * 

During the calendar year of 1950, 
therefore, as the Congress went to work 
on appropriations for fiscal year 1951, 
the great experiment was made. On 
March 21, 1950, after many weeks of 
work by each of its subcommittees, the 
House Committee on Appropriations 
brought forth the first version in his- 
tory of a package budget on the federal 
level. The bill itself was divided into 
12 chapters. In its final version it 
added up to 192 pages. The House re- 
port on it was 337 pages, the bulkiest 
committee report in the history of the 
Congress. 

On May 10, 1950, the bill was sent 
to the Senate. It was passed by the 
Senate on August 4. After three con- 
tinuing resolutions had to be passed to 
keep the government in operation, the 
omnibus bill finally reached the White 
House by the end of August and was 
signed by the President on September 6. 


4 Congressional Record, May 27, 1949, pp. A3491- 
A3493 (daily edition). 
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In its final version the mammoth bill 
provided for almost $34 billion in di- 
rect appropriations, over $2 billion in 
contract authority, and almost $600 
million in loan authority.° 

In January, 1951, the House Appro- 
priations Committee met in executive 
session to consider whether or not it 
would continue this experiment for an- 
other year. On the motion of a Dem- 
ocratic member of the Committee, the 
Committee members voted 31 to 18 to 
discontinue the package budget experi- 
ment. The 31 votes, if I recall cor- 
rectly, were made up of 18 Republicans 
and 13 Democrats. 

This action by a majority of the 
House Appropriations Committee pro- 
duced a vigorous reaction from the pro- 
ponents of the measure. The Chairman 
of the House Appropriations Commit- 
tee, who found himself in the minority 
on this issue, made several forceful 
statements on the floor of the House.® 
At the same time many taxpayers and 
business organizations initiated a large- 
scale campaign for the resurrection of 
the package budget. As part of this 
campaign, newspapers were induced to 
launch editorial attacks upon those who 
voted against the package budget and 
to agitate for its resumption. I do not 
wish to embarrass any of my friends in 


5 It should be pointed out, for the less technically 
experienced reader, that expenditures, rather than 
budget items, often aggravate our debt troubles. In 
a year in which Congress appropriates less than $40 
billion, as indicated here, expenditures—as the result 
of recurring appropriations or authorizations to spend 
from public debt receipts—can amount to as much as 
$70 billion or more. 


6 Congressional Record, January 29, 1951, pages 
796 to 800, and Congressional Record, February 27, 
pages 1665 to 1681 (daily edition). In the first of 
these statements Chairman Cannon honored the au- 
thor of this article by inserting in the Record a de- 
tailed letter I had written on the subject to Senator 
Byrd and by commenting seriatim upon each state- 
ment in that letter. 
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the tax-conscious groups, whose effory 
are so necessary in the growing fight for 
economy, but it could be pointed our, 
in passing, that much of this support 
was given without prior investigation, 
Several of the groups confessed later t 
some embarrassment, when they had 
studied the line-up of votes, for and 
against continuing the one-package 
budget, and the reasons for the con. 
sidered arguments that the use of sucha 
budget-plan, at the federal level, fy. 
vored the “spenders” as against the 
“savers,” to use the colloquial congres. 
sional designations. That the campaign 
had a degree of success however is eyi- 
denced by the fact that, in April, 1951, 
more than 40 Senators joined with 
Senator Byrd in introducing once again 
in the Senate a concurrent resolution to 
bring back the “consolidated genera 
appropriation bill.” It is doubtful, 
however, whether senatorial action 
alone can be very effective. The issue 
will be determined in the House of 
Representatives, which originates ap- 
propriation bills. There is no evidence 
of a change of opinion since the vote 
of January, 1951. 


The Five Major Defects 


Procedures are like people. They 
have both virtues and defects. In the 
case of the package budget so much has 
been spoken and written about its vit- 
tues that it is now high time for a 
public statement concerning its defects 

The first defect is that the package 
budget does not really show the full 
picture on the relation between the ex- 
penditures and revenues of the Federal 
Government. 


This is well borne out by the experi- 


ment in preparing the budget for fiscal 
year 1951. Changing conditions—in- 


cluding the invasion of the Republic 
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of Korea—required the enactment of 
five deficiency and supplemental bills 
for fiscal year 1951. This brought the 
total of appropriation bills for fiscal 
ear 1951 to six—a far cry from the 
single-bill theory. Nor is this all; each 
year, between January 1 and June 30, 
while acting on appropriation bills for 
the next fiscal year, the Congress cus- 
tomarily passes several supplemental or 
deficiency bills, and while the advocates 
of the package bill will insist that these 
belong with the budget for the current 
fiscal year, I am quite convinced that 
the taxpayers are not concerned over 
this technicality—they have to pay the 
total of all appropriation bills. 
Actually, early in 1951, Chairman 
Cannon himself recognized the impossi- 
bility of having a complete package for 
the fiscal year 1952 appropriations. The 
President’s budget message for fiscal 
year 1952 included only a one-line item 
on the military budget. This had re- 
sulted from a White House decision to 
postpone for several months any spe- 
cific military request. Mr. Cannon’s 
proposal for fiscal year 1952, therefore, 
was that there should be two bills, one 
for nondefense expenditures and one 
for defense expenditures. This in itself 
was a recognition of the fact that the 
one-package budget theory will not 
work out in practice and that, had the 
experiment been continued another 
year, it would have required, at best, a 
two-package budget." As I have indi- 


TThe budget message also omitted the details for 
appropriations for Foreign Aid, and for appropria- 
tions for the Emergency Agencies. As of July 30, 
the legislative committee on Foreign Affairs has not 
reported an authorization bill for additional foreign 
aid, without which no appropriations may be made. 
The suggestion of a two-package budget was opti- 
mistic; it would have been at least a three-package 
or a four-package budget, with the addition of sepa- 
tate supplemental or emergency or deficiency bills. 
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cated, between January 1 and June 30, 
1951, the Congress passed, in addition 
to the regular bills, which would have 
been parts of the proposed two-pack- 
age budget, the Third Supplemental 
1951; the Emergency 1951; and the 
Fourth Supplemental 1951, a system 
which obviously upsets any plan for a 
one-package budget. I do not see how, 
under federal procedures, and general 
domestic and world conditions, the 
Congress could ever approach, practi- 
cally, a single-budget plan. 

Furthermore, changing economic 
conditions make it extremely difficult 
to make any accurate predictions on 
governmental revenues. In the March 
21, 1950 report of the House Appro- 
priations Committee it was estimated 
that governmental revenues for fiscal 
year 1951 would amount to about $37 
billion, and that there might be a defi- 
cit of about $5 billion. In actuality, 
these revenues—largely as a result of 
inflation and new taxes—amounted to 
about $48 billion, an increase of about 
30 per cent beyond the original esti- 
mate. On the revenue side as well as 
on the appropriation side, therefore, it 
is impossible to make a one-shot esti- 
mate that will have any validity. The 
only sensible approach is to estimate 
total appropriations and total revenues 
on a recurring basis as conditions 
change during the course of a year. 

The second defect is that the one- 
package budget militates against inten- 
sive congressional discussion and analy- 
sis. 

In a private business, where projected 
expenditures are calculated in relatively 
small figures, a consolidated budget is 
eminently practical. In a state legisla- 
ture also the plan is practical. To infer 
from the experience of private com- 
panies and state legislatures that the 
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plan can automatically be taken over 
by the Federal Government is to over- 
look the tremendous difference that re- 
sults when one moves from relatively 
small sums to sums which are so colossal 
that they literally defy anyone to ana- 
lyze them intensively in a single opera- 
tion. In my own State of California, 
for example, where the package budget 
is used, the total cost of state govern- 
ment is just a little over $1 billion. 
This is only one-sixth of the money in- 
volved in the Independent Offices Ap- 
propriation bill alone, and a much 
smaller fraction of total federal appro- 
priations. Once an omnibus bill begins 
to deal with sums so many times larger 
than a state budget, the operation nec- 
essarily becomes so bulky as to impede 
careful consideration. 

When the House Committee con- 
sidered the 1951 bill in full committee 
session, for example, approximately 10 
minutes were spent on each of the sec- 
tions. When the measure was on the 
floor, fewer members of Congress took 
part in the debate than ever before in 
my experience. It seemed to me and 
many of my colleagues perfectly ob- 
vious that never before in congressional 
history had so few members of Con- 
gress familiarized themselves with the 
contents of such a monumental legis- 
lative measure. This was remarked 
upon in the Congress. 

Furthermore, under the package 
budget system only one motion to re- 
commit the bill to committee is permis- 
sible—as contrasted with 9 or 10 such 
motions when appropriation bills are 
considered singly." Under the House 


SIn the 81st Cong., Ist sess., with only five ap- 
propriation bills sent to conference, including two 
supplementals, the House has recommitted two of the 
conference reports, to attempt further economies. 
This would not have been done so readily, if at all, 
under the package budget plan. 
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rules the motion to recommit is th 
protection of the minority and ofty 
constitutes the only practical manne 
of obtaining a record vote, so the effeg 
of the package budget is to deny th 
American public the opportunity ¢ 
knowing how the members of Congres 
take their stands on basic issues of bud. 
getary policy.’ 

The argument that the package bud. 
get is used in England, Sweden anj 
other governments of a parliamentay 
character is irrelevant. In these coun. 
tries the cabinet ministers usually hay 
complete control over parliamentay 
actions. The cabinet budget is either 
accepted or rejected, with very littk 
latitude allowed for changes in parliz 
ment. In these countries executive 
domination of the legislature is justified 
on the ground that the executive arm 
of government is itself directly respon- 
sible to the legislative body and can k 
displaced by legislative fiat. In th 
United States, under our constitution 
separation between the executive and 
the legislative branches of government, 
we have an entirely different situation. 
Here the utilization of a device which 
has proved workable under parliamen- 
tary systems of government can only 
contribute toward a frustration of con- 
gressional initiative and decision. 

The third defect is that the package 
budget, if it were allowed to continu, 
would inevitably concentrate too much 
power in the hands of too few people 

Within Congress, the great danger is 
that it will place too much power in 





9To the credit of Representative Cannon, # 
should be pointed out that in May, 1949, he intro 
duced a resolution authorizing the minority to i 
clude in the motion to recommit as many p 
for amendments as the minority might desire and 
providing for a separate record vote on any of 
proposals. The House Rules Committee, howevtt 


took no action on this proposed change in the rules 
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the hands of the Executive Committee 
of the Appropriations Committee or, 
to use the familiar 1951 term, which is 
more descriptive, the “Super-Duper 
Committee.” 

During the ordinary procedure on 
appropriations, a bill is handled by a 
subcommittee of five, six, or seven 
members and is then reported to the 
full committee where every committee 
member can take part in the commit- 
tee’s final action. The members of the 
subcommittees were historically ap- 
pointed as conferees, in the final con- 
ferences between the House and the 
Senate. This fact is of great impor- 
tance, as the final decisions on legisla- 
tion are usually made in conference 
committee. It was probably the inten- 
tion, originally, to send the sections of 
the budget, as they came from the vari- 
ous subcommittees, to this Executive 
Committee for packaging, and then 
presumably to have this Executive or 
“Central Committee ” take the package 
to conference. It was evident, very 
shortly, that this put a burdensome load 
on the Central Committee, and also that 
the subcommittee members, who had 
carried the sections through weeks of 
hearings, were the logical ones to argue 
the proposed increases or cuts, in a con- 
ference. The conference committees, 
even during the one-year experiment, 
were very soon made up of members of 
the Central Committee, and of the 
regular subcommittees, and the pre- 
sumption is that, had the one-package 
plan been used again, the House would 
have sent to conference the men most 
familiar with the details. The Senate 
would undoubtedly have done the same 
thing. It was another, and necessary, 
breakdown of the one-package idea. 

_ So far as the government as a whole 
is concerned, the package budget has 
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the serious defect of transferring power 
away from the Congress and placing an 
unprecedented degree of power in the 
hands of the President. The package 
budget inevitably invites amendments 
directing the President to cut the total 
amount by a given sum or percentage. 
In fact, one of the greatest boasts of 
the package-budget advocates is that 
the experiment on the fiscal year 1951 
bill facilitated the amendment which 
directed the President to cut the final 
total by an amount approximating 
$550 million. In principle this approach 
represents an abdication of congres- 
sional responsibility over the power of 
the purse. From the viewpoint of 
practical politics it confers upon the 
President the power to penalize his po- 
litical opponents by eliminating ex- 
penditures in their home districts. Any 
President of the United States who 
wanted to achieve dictatorial control 
over Congress could ask for little more 
than the restoration of the package 
budget and the inevitable move to 
amend it every year by directing him to 
make a cut of a given size in any man- 
ner he chooses. All he would need 
before him would be a list of major 
budget items, a list of the doubtful dis- 
tricts and states, a telephone at his el- 
bow, a blue pencil in his hand, and a 
skillful publicity man to explain why 
Senator X and Representative Y were 
the obstacles to a new highway or dam. 


It is an ironic paradox that members 
of Congress who shudder at the 
thought of a Constitutional amend- 
ment allowing a President to veto in- 
dividual items in a bill have supported 
an extra-Constitutional device which 
in effect gives the President the same 
veto power but allows the Congress no 
opportunity to override him. 
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The fourth defect is that the one- 
package budget has great pork-barrel 
potentialities. 

A favorite legislative device for any 
group which wants to “ slip something 
over ” is to include it in a larger meas- 
ure. The bigger the measure, the less 
the opportunities are for adequate in- 
spection of any individual item. This 
is the motive behind legislative riders. 
This is why so many omnibus bills are 
proposed in one legislative field after 
another. This is one of the reasons for 
the popularity of the package-budget 
idea. 

With separate appropriation bills, 
members of Congress can obtain greater 
knowledge with respect to each item. 
They can direct the light of publicity 
to matters which in the package bud- 
get can easily be covered up. I have 
always stated, and I still maintain, that 
the most powerful agent we have to- 
ward economy is the light of publicity. 
One can as well hope to turn the light 
of publicity on the package budget as 
to light up the Empire State Building 
with a pocket flashlight. 

Due credit must be given to the fact 
that the sponsors of the first (and thus 
far only) package budget were well 
aware of the danger that it might be- 
come the vehicle for pork-barrel ad- 
ditions of all sorts. Eager to establish 
the package budget as the regular pro- 
cedure of Congress, they resisted efforts 
to use it in this fashion. Yet their 
success in sitting on the lid should not 
lead one to ignore the possibility that 
if the package budget had become the 
standard procedure of Congress it 
would have provided an instrument 
which future Congresses could use to 
usher in an era of greater governmental 
spending than America has yet experi- 
enced. 
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The fifth defect is that the packy 
budget tends to develop the idea off 
one-front approach to economy. 

After referring to “ the appalling ip 
crease in the cost of the Federal Go. 
ernment in the last few years ” and th 
dangers of deficit financing, Chairmg 
Cannon publicly stated that “ the co 
solidated bill offers the only effectiy 
means yet devised to remedy this se. 
ious situation.” '° It is natural for any 
one to overemphasize the importance@ 
any particular proposal he may be af 
vocating at the moment. The dang: 
here is that others who are less sophis 
ticated tend to take these statement 
seriously. Generally speaking, th 
propaganda campaign that has been & 
veloped on behalf of the package bub 
get has seriously overemphasized tk 
contribution that any one gadget cu 
make and has obscured the fact tht 
true economy is an objective whic 
cannot be obtained unless we pursuei 
on many fronts, all the time. 


A Positive Program 


From the substantive point of view, 
the struggle for economy is evolved it 
the continuing conflict between com 
peting economic and political group 
It is tied up with every major iss 
confronting the American people ami 
their government. It thus involves # 
endless number of policy consideté 
tions. 


From the procedural point of viel, 
the objective of economy must & 
pursued on many fronts. Economy# 
too big an objective to be sought 
through any one dramatic formula. i 
is too difficult to be obtained through 
any person’s five, six or ten-point prt 
gram. 


10 Congressional Record, January 29, 1951, pi 
(daily edition). 
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With due humility, I shall list briefly 
10 procedural improvements which I 
believe would be helpful. These pro- 
posals are based upon 10 years of bud- 
get-making experience in the California 
State Legislature, nine years of experi- 
ence in the House of Representatives, 
countless discussions with congressional 
colleagues, and an examination of var- 
ious proposals for budgetary reform 
that have been submitted from time to 
time by students of government. 

Revival of the Legislative Budget in 
a More Realistic Form. As indicated 
above, the one-package budget came 
into being in an abortive effort to ob- 
tain the objectives that have been 
sought through the legislative budget. 
The defect in the legislative budget can 
be cured without going to this extreme. 

The legislative budget went on the 
rocks for the simple reason that the 
concurrent resolution setting a maxi- 
mum amount of appropriations called 


for a premature commitment by the 


members of Congress. Moreover, it 
provided no means for focusing sus- 
tained attention upon the relationship 
between appropriations and revenues. 
If this diagnosis is correct, the real 
remedy is very simple. First of all, 
the second paragraph of section 138 of 
the Legislative Reorganization Act 
should be deleted. This would elimi- 
nate the provisions for a concurrent 
resolution, leaving only the require- 
ment for reports to the Congress. Sec- 
ond, the first paragraph of section 138 
should be broadened to provide not 
merely for a one-shot report on the 
relationship between appropriations and 
revenues, but for a report every thirty 
to sixty days. This report might well 
include a continuing analysis of such 
basic information as the level of the na- 
tional debt, the conventional deficit or 
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surplus, the cash budget or surplus, and 
committee and floor actions taken with 
respect to individual appropriation 
bills. 

A Joint Committee on Appropria- 
tions and Expenditures. Section 138 of 
the Legislative Reorganization Act pro- 
vides that the legislative budget shall 
be developed by a mass meeting of the 
two committees on appropriations and 
the two committees on revenues. Any 
arrangement of this sort is highly im- 
practical. If the proposal presented 
above is to work, the section will also 
have to be amended to provide that the 
work be done by a smaller, working 
committee. 

In addition, there is a legitimate 
question as to whether or not the 
House Committee on Ways and Means 
and the Senate Committee on Finance 
should be represented on this joint 
committee. Such representation would 
seem justifiable if the committee were 
to have the responsibility of making 
concrete recommendations with respect 
to revenues as well as to appropriations. 
If this responsibility were given to a 
joint committee, it would then become 
a genuine committee on fiscal policy. 
If this responsibility is not to be given 
to the committee, it would seem more 
logical to have its membership limited 
to members of the two appropriations 
committees—in the same way the mem- 
bership of the Joint Committee ‘on In- 
ternal Revenue Taxation is limited to 
members of the House Ways and Means 
Committee and the Senate Committee 
on Finance. 

A question must also be raised con- 
cerning the relationship between a com- 
mittee of this type and the present 
Joint Committee on the Reduction of 
Nonessential Expenditures. It would 
be a sad commentary upon the good 
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sense of the economizers if, in the in- 
terests of promoting a more intelligent 
approach toward appropriations, a new 
joint committee were to be set up which 
duplicated the work of an existing 
joint committee. The problem might 
be handled by having the present func- 
tions of the Joint Committee on the 
Reduction of Nonessential Expendi- 
tures, and the functions with respect to 
the legislative budget, handled by a 
single joint committee. 

With such a joint committee in 
existence it should be possible for the 
Congress to make better use of the in- 
vestigatorial work of the General Ac- 
counting Office. It has often been 
noted that the greatest potential con- 
tribution toward economy that can be 
made by the General Accounting Office, 
entirely apart from its work in deter- 
mining the legality of expenditures, lies 
in its investigations of waste and in- 
efficiency. Yet the value of this work 
is impaired because the reports of the 
General Accounting Office are often 
ignored. The joint committee could 
be responsible for studying these re- 
ports, holding hearings on many of 
them, and recommending appropriate 
remedial action. 

More Thorough Investigations by Ap- 
propriations Committees. Even with a 
joint committee receiving reports on 
investigations conducted by the Gen- 
eral Accounting Office, it will be 
desirable for the appropriations com- 
mittees themselves to conduct various 
investigations of their own. They 
should investigate the details of how 
appropriated funds are expended and 
they should engage in policy inquiries 
into the administration policies de- 
veloped by executive officials. 


A student of congressional action on 
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military appropriations has recenth 
pointed out that “the appropriation 
committees might exercise greater jp. 
fluence than they do if they concep 
trated on the larger issues of program 
policy involved in military appropris 
tions, such as the stockpiling of critic 
materials, the strength of the Airforce 


and mechanization of the Army.” Kf 


then points out that it is at the level of 
policy making on issues such as they 
that the major items of cost are deter. 
mined. He also points out that th 
legislative committees on armed sery- 
ices do not fully cover such questions 
and concludes that “to the extent, 
then, that the appropriations commit. 
tees accept without questioning the ad- 
Ministration’s assumptions about thee 
elements of budgeting, they tie their 
own hands.” *! 

The same commentary can be made 
about nonmilitary appropriations. If 
the appropriations committees are not 
to tie their own hands, they must main- 
tain continuing scrutiny over the de 
velopment of administrative _ policy 
rather than waiting until the day they 
enter the committee room, pick up aa 
agency’s lengthy budget justification, 
and look across the table at the agency's 
witnesses. 

In this connection a fresh look should 
be given to the jurisdictional relation- 
ships between the committees on appro- 
priations and the committees on expen- 
ditures in the executive departments. 
The distinction between appropriations 
and expenditures is fundamental im 
government procedures. It does not 
follow that this distinction should be 
applied automatically to the committee 
structure of the Congress. It is not 
quite logical for one committee to han- 


11 Huzar, Elias, “The Purse and the Sword.” 
Ithaca, Cornell University Press, 1950, pp. 399-402. 
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dle appropriations and for another 
committee to be given the theoretical 
responsibility for investigating expendi- 
tures—particularly since the basic sanc- 
tion for wasteful appropriations is 
through action taken in the next ap- 
propriation bill. 

In practice, there has been a division 
of work between the committees. The 
members of the House Committee on 
Expenditures in the Executive Depart- 
ments have not tried to do a complete 
job of investigating the way in which 
appropriated funds are expended. The 
committee has limited its time and ac- 
tivity to investigating charges brought 
against agencies or departments. For 
several years, much of its work was in 
the important field of governmental 
and legislative reorganization. The 
proposals of the Hoover Commission 
went to that committee. It faces a 


continuing task. The committee would 
probably be in a better position to han- 


dle the problems which go to it, includ- 
ing reorganization, if it were free from 
even the academic responsibility of in- 
vestigating how the departments spend 
the money we give them. This is the 
job of the Committee on Appropria- 
tions, or of a joint committee. 

Better Staffing of Appropriations 
Committees. Despite all the attention 
that has been given to the subject in 
recent years there are still major im- 
provements needed in the staffing of the 
House Appropriations Committee. 

The first need is for more staff. One 
of the major recommendations of the 
LaFollette-Monroney Joint Committee 
on the Organization of Congress was 
that four qualified staff assistants be as- 
signed to each of the subcommittees. 
The final version of the Legislative Re- 
Organization Act left the matter to the 
discretion of the Appropriations Com- 
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mittees. At present, unfortunately, the 
major subcommittees have far less staff 
than is needed. The Independent 
Offices Subcommittee, for example, has 
the services of two clerks to handle a 
bill involving more than $6 billion. 
The committees need assigned and ex- 
perienced accountants and investigators. 

The Appropriations Committee needs 
a permanent staff with a variety of pro- 
fessional skills. At the present moment 
most of the professional people used by 
the House Appropriations Committee 
are borrowed from various administra- 
tive agencies. This means that they 
have no opportunity to learn their jobs 
on the basis of year-in and year-out ex- 
perience. Furthermore, there seems to 
be a feeling that if a man is an “ in- 
vestigator ” he is necessarily the kind of 
staff-member needed by the House Ap- 
propriations Committee. In actual 
practice there is nothing more pathetic 
than an investigator who does not know 
what to look for. A knowledge of 
what to look for comes from specialized 
skills in accounting, law, government 
administration, and economics, and 
from familiarity with the varied prob- 
lems in the field under consideration. 
The members of the House Appropria- 
tions Committee need not only a larger 
staff, but a staff which provides sub- 
committees, on a continuing basis, with 
a broad variety of professional assist- 
ance. 

The minority members of the sub- 
committees of the House Appropria- 
tions Committee should have the right 
to secure professional staff assistance if 
they determine that the burdens placed 
upon them require it. There are situa- 
tions in the legislative committees of 
Congress where no specialized staff need 
be assigned to the minority members of 
a committee. On the other hand, when 
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the minority members feel that they 
need staff help, under their own direc- 
tion, they should not be dependent 
upon the good will or charity of the 
majority members of a committee. 

The Committee on Political Parties 
of the American Political Science Asso- 
ciation has reviewed this subject care- 
fully and has come to the following 
conclusion: 


“Staff assistance should be available 
to minority as well as majority members 
of a committee whenever they want it. 
It should not be within the power of 
the majority, as it is now, to deny this 
assistance.” ** 

Floor Schedule for Appropriation 
Bills. One of the major blots on the 
congressional escutcheon in recent years 
has been the failure to act upon appro- 
priation measures by the end of the 
fiscal year, and the consequent frantic 
rush to obtain action during the hot 
summer months as the Congress rushes 
perspiringly toward adjournment. This 
problem was particularly acute during 
the one-year experiment with the pack- 
age budget. 

It seems to me that a schedule might 
be worked out between the two appro- 
priations committees. From February 
15 to May 15 the House Appropriations 
Committee should be able to report one 
appropriation bill a week. With proper 
floor scheduling in the House of Repre- 
sentatives the Senate Committee on Ap- 
propriations should be able to report 
the same bills on a weekly basis from 
March 15 to June 15. The first com- 
pleted bill should reach the White 
House in April and every regular ap- 
propriation bill should reach the White 


House before the end of June. 
12 Toward a More Responsible Two Party Sys- 

tem,” 1950, Committee Print, Senate Committee on 

Executive Expenditures, 82d Cong., Ist sess. 
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One of the first tasks of the Joing 
Committee on Appropriations and Ex. 
penditures, referred to above, could be 
to develop such a schedule. 

Yea and Nay Votes on Appropriation 
Bills. Early in the 82d Congress, after 
reflecting upon the various improve. 
ments needed in budgetary procedure, 
I decided I would introduce an amend. 
ment to the rules of the House requir. 
ing a public record of all votes on ap. 
propriation matters. Before I had time 
to draft a resolution along these ling 
my able colleague, Representative 
Dwight Rogers of Florida, introduced 
House resolution to .accomplish the 
same objective. Let me quote the 
Rogers resolution in full: 

“No bill or joint resolution of 1 
public character making an appropria 
tion shall be finally passed, and no 
amendment of the Senate to, or report 
of a committee of conference on, such 
a bill or resolution shall be agreed to, 
unless the vote of the House is deter- 
mined by yeas and nays.” '* There is 
nothing new about the idea. I suspect 
that most of the states have such a law 
on their books. The State Legislature 
of California could not pass a single 
bill, containing an appropriation, with 
out a record vote in both the Senate and 
the Assembly.'* I not only urge wide 
spread support of the resolution, but! 
have already assured my good friend 
and colleague, Dwight Rogers, of my 
own active support, which should dis 
prove the idea that California and Flor- 
ida are always in disagreement. It # 
only on the relative merits of oranges, 
grapefruit and lemons that we do not 


13 House Resolution 119, 82d Cong., Ist sess. 


14 Record votes are far easier to handle in t® 
California State Assembly because of the electti¢ 
voting system which has been in use there since 1954 
The Congress might well follow California’s exampk 
on this point also. 
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always see eye to eye! 

Appropriation Estimates and Com- 
mittee Reports. One of the obstacles 
to genuine economy is the buck-passing 
that takes: place between the legislative 
committees and the appropriations com- 
mittees. Legislative committees in both 
houses of the Congress frequently ig- 
nore the fiscal implications of the legis- 
lative proposals they recommend. 

I believe a new provision should be 
written into the Legislative Reorgani- 
zation Act requiring that every report 
from a legislative committee shall in- 
clude an estimate, from the appropriate 
executive agency concerned, of the 
probable expenditures required for the 
first five years of the operation of the 
proposed legislation. 

If this were done, the Joint Com- 
mittee on Appropriations and Expendi- 
tures could include in its regular re- 
ports to the Congress a full analysis of 
the probable future costs of legislative 
proposals that are pending on the calen- 
dar or that have already been enacted 
by the Congress. 

A More Adequate Presidential Bud g- 
et. Although various improvements 
have been made in recent years in the 
form of the President’s annual Budget 
Message, much still remains to be done. 

The annual Budget Message now in- 
cludes the estimated cost during the 
first year of every new legislative pro- 
posal submitted by the President. The 
Budget and Accounting Act should be 
amended to require that these estimates 
cover the first five years of every legis- 
lative proposal. 

With respect to authorized appro- 
Priations, the annual Budget Message 
does not help Congress look ahead into 
the future. It provides estimates only 
for the ensuing fiscal year. The Budget 
and Accounting Act should be revised 
to provide that, for all authorized ap- 


propriations, the President’s Budget 
should also show estimates for the en- 
suing five fiscal years. Only in this 
way can the Congress and the public 
appreciate the future budgetary impli- 
cations of current appropriations and 
legislation. 

The State of California separates the 
cost of a current year and the previous 
year by having one budget column en- 
titled ‘“‘ Current Fiscal Year Costs,” and 
another column entitled “Prior Year 
Costs.” The total of these two give the 
cost of the state government in any one 
year. A clean-cut distinction is made 
between operating costs and capital out- 
lays—without in any way implying 
that the latter are to be financed 
through borrowing. Similar handling 
of these matters in the annual Budget 
Message would contribute toward better 
congressional and public understanding 
of appropriation problems.” 


More Common Sense on Budget Cut- 
ting. In view of rising taxes and the 
consequent public interest in curtailing 
nonessential expenditures, members of 
Congress have found that it is easy to 
get publicity by proposing attractive 
budget cuts. In connection with the 
President’s budget proposals for fiscal 
year 1952, for example, one proposal 
was for a budget cut of over $9 billion. 
The popular reaction is that anyone 
who cannot see how $9 billion can be 
cut from the 1952 budget is not truly 
interested in economy! A careful an- 
alysis of the proposed cuts indicates that 
some would be applied to highly sensi- 
tive spots; a larger amount than sug- 
gested could well be applied to mili- 
tary costs and to federal employment, 


15 In the Budget Message for fiscal years 1951 and 
1952, a first effort was made, through the addition 
of special analyses tucked away at the end of these 
documents, to develop useful distinctions between 
operating and investment expenditures. 


act cgay 
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and that almost $2 billion of the $9 
billion could not be eliminated from the 
budget except by statutory or treaty 
action, or by abrogating duly author- 
ized government contracts. In other 
words, $2 billion of this sum could not 
be handled through action on the ap- 
propriation bills at all, but only through 
specific legislation. The use of this ap- 
proach tends to distract attention from 
the realities of the struggle for econ- 
omy and to discourage those who labor 
in the vineyard without dramatic an- 
nouncements on the billions the Con- 
gress is about to save. 

More Responsible Party Leadership. 
It is axiomatic among students of gov- 
ernment that one of the major factors 
leading toward excessive spending is the 
pressure of special-interest groups, in- 
cluding, as I said before, the agencies 
themselves, each seeking maximum ad- 
vantage for itself. As these groups be- 
come stronger—and there is certainly 
no indication of their becoming weaker 
—America faces the threat of govern- 
ment by pressure. To counteract this 
threat I see no alternative other than 
a more responsible two-party system. 
This point has been well made in detail 
by the report of the Committee on 
Political Parties of the American Po- 
litical Science Association advocating 
“a reenforced party system that can 
cope with the multiplied organized 
pressures.” *° 

In specific terms this means that in 
each house of Congress each party 
should have a responsible party leader- 
ship committee. This is easier for the 
majority party which customarily uses 
the House and Senate staffs and the pa- 
tronage employees, to support its elected 
leadership. The Senate minority has an 


16“ Toward a More Responsible Two Party Sys- 
tem,” p. 19. 
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organized and apparently well-staffed 


policy committee. The House minority § 


adopted a resolution early in 1949, set. 
ting up a new policy committee, on, 
basis assuring various sections of th 
country representation. It has never 
yet been used effectively. There a 
marked policy differences between the 
parties, even on matters pertaining to 
budget-making and to appropriations, 

Economy is important. There ha 
rarely, if ever, been a time in the his. 
tory of the United States when it has 
been of greater importance. The re. 
corded debt of the United States at the 
end of 1950 was $257 billion—as large 
as the total national income at the end 
of the same year. Interest payments on 
the debt for fiscal year 1951 amounted 
to almost $6 billion—or about 12 per 
cent of the government’s total expendi- 
tures during the same period. In the 
years that lie ahead large-scale deficit 
spending looms as a genuine threat to 
economic stability and the value of the 
dollar. Furthermore, wasteful govern- 
mental spending—and it must be recog- 
nized that large-scale waste can occur 
even in time of a balanced budget or 
a budget surplus—means a frittering 
away of manpower and materials at a 
time when the exigencies of the inter- 
national crisis make it imperative that 
we use our resources with unstinting 
care and precision. The objective of 
economy has become a matter of clear- 
cut patriotism, one to which adminis- 
trators and legislators, conservatives and 
liberals, Republicans and Democrats 
alike should dedicate themselves. It is, 
therefore, to be hoped that careful con- 
sideration will be given to the above 
proposals for achieving this objective 
and that affirmative action to improve 
the procedures for handling appropria- 
tions may be taken in the near future. 
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DISTRIBUTION OF TAX BURDENS IN 1948 


RUFUS S. TUCKER * 


N the March, 1951, issue of the Na- 

tional Tax Journal Professor R. A. 
Musgrave, with three associates, pub- 
lished an article purporting to show the 
distribution of tax burdens by income 
groups for 1948. His findings have 
been used by the Joint Committee on 
the Economic Report and presented to 
congressional committees with the ob- 
ject of influencing tax legislation. If 
they are erroneous, as I believe they are, 
it is important that their errors be cor- 
rected before they become the basis for 
mistaken actions. 

Professor Musgrave’s errors, as I see 
them, fall into two categories: those of 
statistical facts and those of economic 
theory. I propose here to analyze them, 
and then to offer an alternative outline 
of the distribution of tax burdens 
which I believe corresponds more closely 
to reality. 


Statistical Errors 


Professor Musgrave took as his start- 
ing point the Michigan Survey Research 
Center’s distribution of money income 
for 1948. He chose to disregard some 
$13 billion of income in kind, and some 
$7 billion of income to institutional and 
transient population, as well as $15.9 
billion due to statistical discrepancies, 
because of uncertainty as to its distribu- 


*The author is now Economist of the General 
Motors Corporation and formerly taught taxation at 
the University of Michigan and at Harvard. Dr. 
Tucker’s views are his own and do not necessarily 
teflect those of the corporation by which he is em- 
ployed. 


tion. As he said: “ To have distributed 
it by income groups according to the 
S.R.C. income distribution would have 
meant making the unwarranted as- 
sumption that the $36 billion difference 
was distributed in the same manner as 
the §.R.C. income. In view of the na- 
ture of the major items that account for 
the difference there is no reason to as- 
sume this.” That is very true; but Pro- 
fessor Musgrave apparently did not 
realize that omitting these items has 
precisely the same effect on the calcula- 
tion of the relative tax burdens of the 
various income classes as distributing 
them according to money income. 
Taxes are mainly based on money in- 
come, or on expenditures or property 
that must be calculated from studies 
based on money income, but their bur- 
den on the taxpayer depends on his 
total income. Professor Musgrave ad- 
mitted that his procedure made the tax- 
to-income ratios or “effective tax 
rates” higher than they would have 
been had he used the Department of 
Commerce estimate of personal income 
for his base. Since it is certain that 
most of the income in kind and institu- 
tional income was received by persons 
in the under $7,500 money income 
bracket, the effect of disregarding them 
was to exaggerate the tax burdens of 
the lower income brackets more than 
those of the upper. Admittedly there 
is no basis for distributing by income 
brackets the statistical discrepancies or 
the institutional income, but the other 
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$13 billion can be distributed with less 
resulting error than is caused by their 
omission. 

Income in kind was reported in the 
Survey of Spending and Saving in War- 
time? for 1941 and 1942 and also in 
part in the Study of Consumer Pur- 
chases * for 1935-1936. (See Table 1.) 
By applying the ratios of nonmoney ex- 
penditures to money incomes in each 
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If nonmoney income was only $13 bil. 
lion we cannot be far wrong in pro. 
rating it among the income brackets ig 
the same proportions as indicated by the 
just-mentioned calculation. If there js 
any significant error it would mog 
likely consist in underestimating th 
nonmoney income of the lowes 
bracket, which largely consisted of 
farmers, who raised part of their own 


TABLE 1 
DISTRIBUTION OF INCOME IN KIND: Ratio or NONMONEY INCOME To MONEY INCOME 


(In per cent) 

















Tas Clone $0- $1,000- $2,000- $3,000 $4,000—- $5,000- $7,500 
ncome Class 1,000 2.000 3,000 4,000 5,000 7500 & over 
Weer b, 3905-66... c..6i ce 23.4 12.5 8.4 75 64 53 39 
Bis, 1041, urban:.........» 29.3 88 68 5.7 5.7 4.0 37 
BLS, 1942, urban ......... 30.9 9.4 6.3 56 56 5.0 43 
kas $0- $1,000- $2,000— $3,000- 
Income Class 1000 2000 3,000 5,000 
DA, rural farm, 1941 ...... 99.0 40.4 25.6 18.9 
DA, rural nonfarm, 1941 ... 47.9 15.6 118 78 
BLS, 1941, urban & rural .. 484 14.1 8.7 69 
BLS, 1942, urban & rural .. 40.0 12.0 74 6.4 





Sources: NRPB: National Resources Planning Board, “Family Expenditures in the U. §! 


June, 1941. 


BLS: U. S. Dept. of Labor, Bureau of Labor Statistics, Bull. No. 822, “Family 
Spending and Saving in Wartime,” April, 1945. 

DA: U.S. Dept. of Agriculture, Misc. Publication No. 520, “ Rural Family Spending 
and Saving in Wartime,” June, 1943. 


income bracket, as published for 1941 
in the former of these two studies, to 
the money incomes as estimated for 
1948 by the Survey Research Center, 
we get $12.9 billion of nonmoney in- 
come. The items included in non- 
money income have all gone up in price 
since 1941-1942, while the money in- 
comes in each bracket have not, since 
by definition if they had they would 
have been moved to a higher bracket. 

1 Bureau of Labor Statistics, Bull. No. 822, 


“Family Saving and Spending in Wartime,” April, 
1945. 


2 National Resources Planning Board, ‘‘ Family Ex- 
penditures in the United States,” June, 1941. 


food, and domestic servants, who re 
ceived meals and frequently lodging 
without money expense, and retired 
home-owners whose nonmoney income 
(or rather, its money equivalent) ha 
risen as rents have risen. 


The effect of ignoring nonmoney in- § 


come was to make the income of the 
lowest bracket about two thirds as large 
as it really was, and therefore to make 
the apparent tax burden about three 
halves as large as it really was. 

Since the institutional population wa 
mainly either in the armed forces or if 
institutions for the ill or indigent we 
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can be sure that nearly all of the $7 
billion of institutional income was re- 
ceived by persons in the lower brackets. 
Transient population must be similarly 
concentrated since hotel lodgers with 
large incomes usually have homes of 
their own also, and migratory workers 
are notorious for their low incomes. 
Since the tax totals include taxes falling 
on the institutional population, their 
incomes should be included in the na- 
tional aggregates; but any attempt to 
attribute them to specific tax brackets 
would be arbitrary, and is in fact not 
necessary, because the taxes attributed 
to that bracket would have to be in- 
creased in nearly the same proportion 
as the income, and the relative burden 
would be only slightly changed. 

The $15.9 billion representing sta- 
tistical discrepancies likewise can only 
be added to the aggregate income 
of the whole population for the pur- 
pose of ascertaining the over-all tax 
burden, without distribution by income 








U. 8° 9 brackets. 
Family Professor Musgrave lumped together 
all incomes above $7,500, since, he said, 
ending F “The $.R.C. distribution provides no 
breakdown of income above $7,500, nor 
ho fe Fis it possible to obtain consumption data 
dging § for income brackets above this level.” 
retired § But the B.L.S. studies for 1947 and 
ncomé § 1948 are better for the $7,500-10,000 
t) ha bracket than for the bracket under 
$1,000, which he used. The B.L.S. 
ey in B studies for 1941 likewise contain usable 
of the§ data for the $5,000-10,000 bracket and 
s large for spending units over $10,000; the 
| make § Census report on Consumer Income for 
thre § 1948 gives occupational statistics for 
the $6,000-10,000 and over $10,000 
classes; and the Study of Consumer 
on was ‘ 
-— Purchases has some consumption data 


for the $5,000-10,000, $10,000-15,000, 
nt we 
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$15,000-20,000, and over $20,000 
brackets, although it is outdated and 
was never very good. All of these are 
based on small samples, and if we had 
to deal only with taxes on consumption 
the results of analyzing these higher 
brackets would be very treacherous. 
But in these brackets the income tax is 
the most important one, and moreover 
the income tax statistics give valuable 
information concerning the distribution 
of dividends, wages and rents. Conse- 
quently a more complete picture is ob- 
tained by including estimates for the 
higher income brackets, especially the 
$7,500-10,000 bracket, for which the 
S.R.C. has published an estimate of the 
number of spending units, from which 
their income can easily be calculated 
with no greater margin of error than 
is common to all the S.R.C. estimates. 

Professor Musgrave obtained a dis- 
tribution of total consumer expendi- 
tures by deducting savings and federal 
income tax from income, class by class, 
as reported by the S.R.C. It is cus- 
tomary, and logically necessary, to de- 
duct also gifts and other personal taxes, 
which were not reported by the $.R.C. 
Under these circumstances it would 
seem advisable to give some weight to 
other budget studies, which show com- 
paratively lower ratios of money ex- 
penditures to income in the $2,000- 
4,000 brackets, and higher in the 
$5,000-7,500. 

For specific items Professor Musgrave 
relied on consumer budget studies by 
the U. S. Department of Labor for 
1946, 1947 and 1948. Since these were 
confined to cities, and for the most part 
to families of two or more persons, they 
probably show in the lower brackets 
larger expenditures in relation to in- 
come than if they truly represented 
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American spending units as a whole, 
because city dwellers in those brackets 
customarily spend more on current 
consumption * than rural dwellers, and 
families customarily spend more than 
single persons.* Half of the spending 
units in the $0-1,000 money income 
bracket were rural dwellers, and nearly 
one half were single persons. 
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But the S.R.C. study, and also the Cen. 
sus studies of Consumer Income, shoy 
that such ratios are impossible. Th 
wage income of the two lowest brackey 
was greatly exaggerated by Professg 
Musgrave, and that of the two to 
brackets greatly understated.  (S» 
Table 2.) This error alone resulted ig 
attributing $45 million too much ta 


TABLE 2 


DISTRIBUTION OF WAGES AND SALARIES: PER CENT or SPENDING UNITS ETC. 
RECEIVING WAGES oR SALARIES 


(In per cent) 











; $0- $1,000- $2,000- $3,000- $4,000- $5,000 $7,500 
Money Income 1,000 2000 3,000 4000 5,000 7500 over 
Per cent of units receiving 
any wages, SRC 1949 ... 46 75 86 91 91 87 60 
Per cent of families * receiv- 
ing any wages, Census 
| EE aa eee 444 76.5 88.9 918 928 91.2 793 
Per cent of families * receiv- 
ing wages exclusively, Cen- 
I as cae cai emnnk 20.9 43.6 58.4 63.3 62.1 59.0 39.9 
Per cent of heads of fam- 
ilies * principally engaged 
in wage-earning occupa- 
tions, Census 1948 ...... 25.3 48.2 67.7 76.6 78.2 69.6 68.0 
Per cent of persons ** re- 
ceiving any wages, Census 
RR A SE ie 57.4 74.7 86.4 88.5 83.0 63.3 7 
Per cent of persons ** re- 
ceiving wages exclusively, 
CORN TIED 0 8K co cwcaciean 47.9 57.8 73.1 74.7 65.1 45.77 





* Families of two or more persons. 


** Persons over 14 years of age with incomes from any source. If classified by the income oi 
the spending units to which they belong each of these figures would be moved to the right at 


least half a column. 
+ $5,000 and over. 

Professor Musgrave distributed over 
$4.1 billion of taxes on the basis of 
wages, making the astonishing assump- 
tion that wages were 87.5 per cent of 
incomes in each income bracket below 
$5,000, 67 per cent in the next bracket, 
and 37 per cent in the top bracket. 


3 Especially food, housing, household operation, 
transportation other than automobile, recreation, 
cosmetics and other toilet articles. 


4 Especially food, automobiles, household furnish- 
ings and equipment. 


to the bottom bracket and overstating 
its tax burden by 1.2 per cent of its 
income. 

Professor Musgrave allocated $846 
million of taxes on farms and rented 
property on the basis of rental income, 
a series that he derived from the im- 
come tax statistics of 1947, which are 
based on individuals, not spending 
units. I believe that he did not make 
enough allowance for income-splitting. 
It does not appear possible that the 
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bracket under $1,000, with only 2.0 

r cent of the total money income, 
should receive 4.7 per cent of all money 
rents. The large proportion of real 
estate owners in this bracket were 
mainly, if not exclusively, owners of 
their own homes, for which they 
neither paid nor received rent. What 
rent they received from boarders would 
be business income, not rent in the 
strict sense, and would certainly have 
no bearing on farm or other real estate 
taxes. 

I have therefore constructed a new 
series for the distribution of rental in- 
come from the data published by the 
Survey Research Center for 1949.° 
This shows the distribution of units re- 
ceiving rentals, by money income classes 
and also by piincipal occupations. Ap- 
plying these distributions to the S.R.C. 
data for 1948, and taking into account 
the 1948 income tax data for incomes 
over $7,500 we get the series given on 
line 20 of Table 4. 

This allocates only 1.1 per cent of the 
rental income to the lowest bracket, 
whereas Professor Musgrave allocated 
4.7 per cent. The lower figure is con- 
firmed by analysis of Tables 7 (Federal 
Reserve Bulletin, Oct., 1949, p. 1190) 
and 22 (Federal Reserve Bulletin, Dec., 
1950, p. 1600), which show that the 
lowest bracket owned about 0.8 per 
cent of all real estate other than owner- 
occupied homes, and something between 
0.6 per cent and 1.5 per cent of all non- 
owner-occupied farms. 

Some questions may be raised con- 
cerning Professor Musgrave’s distribu- 
tion of housing expenses of owners, on 
which he based the distribution of 
$2,000 million of taxes on owner-occu- 
pied residences. The data he used in- 


5 Federal Reserve Bulletin, August, 1950, p. 958. 


cluded not only taxes but also repairs, 
improvements, additions, and payment 
of interest and principal on mortgages. 
In fact taxes amounted to only one 
sixth of the total of owners’ housing 
expenditures in 1948. Moreover Pro- 
fessor Musgrave’s estimate, although 
derived from the S.R.C. data, was in- 
consistent with that data. His calcula- 
tion that 11.5 per cent of all owners’ 
housing expenditures was incurred by 
units with money incomes under $2,000 
is contradicted by Table 12 on p. 1048 
of the Federal Reserve Bulletin of Sep- 
tember, 1949, which states the ratios of 
such expenditures to the family incomes 
of these income groups. If 21 per cent 
of the income of the group under 
$2,000 was so spent, and 13 per cent of 
the income of all groups, then since the 
income of the lower groups was 4 per 
cent of the total we have (4 per cent X 
21 per cent) divided by (100 per cent 
X13 per cent) equals 6.46 per cent. 
Even making the greatest possible al- 
lowance for the rounding of figures in 
the original data the proportion of all 
owners’ housing expenditures incurred 
by the income classes under $2,000 
could not have exceeded 7.74 per cent, 
I have therefore recalculated this dis- 
tribution, adhering as closely as possible 
to Professor Musgrave’s methods but 
observing the limits imposed by the 
§.R.C.’s Table 12, with the results 
shown in line 6 of Table 4. 

Similarly Professor Musgrave’s distri- 
bution of housing expenditures of rent- 
ers is inconsistent with Table 15 on p. 
1050 of the September, 1949, Federal 
Reserve Bulletin, in assigning too little 
to the incomes over $5,000. My recal- 
culation of the §.R.C. data is given in 
line 7 of Table 4. 

Professor Musgrave used the distribu- 
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tion of dividends as a base for distribut- 
ing corporation income taxes and some 
others. He calculated that distribution 
from the income-tax statistics for 1947, 
allocating individual taxpayers to 
spending units by a complicated proc- 
ess. Although this is a matter on which 
experts can disagree I prefer a series that 
I have constructed (line 17 of Table 4) 
using the income-tax statistics for 1948 
for incomes above $3,000 and the 
§.R.C. study for lower incomes. 

I have modified slightly the distribu- 
tion of the federal income tax, since the 
1948 statistics indicated that Professor 
Musgrave had put too much on the 
$4,000-7,500 class and too little on the 
class above $7,500. As for the state 
income taxes, Professor Musgrave allo- 
cated them on the basis of Wisconsin 
statistics, which are, to be sure, the most 
complete and reliable of any state’s. 
Unfortunately there are eight states 
with lower exemptions, of which three 
have higher starting rates. Conse- 
quently some of the state income tax 
must be assigned to the incomes under 
$2,000. Calculations based on the 
B.L.S. 1941 data give a distribution 
considerably different from those based 
on Wisconsin data. I have therefore 
averaged the two, with the results 
shown in line 26 of Table 4. 

Similarly the distribution of inherit- 
ance taxes and estate and gift taxes 
has been modified, in a rather arbitrary 
manner I must admit, since data are 
lacking. As I see it, these taxes are bur- 
dens on the recipients, not on the do- 
nors or testators. These recipients are 


found in all income classes but there is 
no way to segregate them. The receipt 
of taxable inheritances and gifts is prob- 
ably at least as highly concentrated in 
the upper income brackets as the re- 
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ceipt of dividends; and such receipt 
subject to the federal tax are mop 
highly concentrated than those subjeg 
only to state taxes. ‘‘ To him who hath 
shall be given,” but I do not think 
is always necessary to have a $7,500 in 
come in order to be given a taxed in 


heritance or gift. In any year a larg§ 


number of persons with small income, 
especially widows, inherit property sub. 
ject to death duties. 

Theoretically an attributed incom 
equal to the amount of the tax should 
be added to the income of each bracket, 
since the tax is paid before the inherit. 
ance or gift is received. But since th 
tax on each unit is a capital payment, 
it is not a charge against its income of 
one year, but rather results in reducing 
the unit’s income for many years. Sine 
units do not remain indefinitely in th 
same income bracket, there are som 
theoretical difficulties. In any case the 
amounts involved are so small that an 
adjustment of this sort would not te 
duce the apparent tax burden of any 
income bracket by more than 0.2 per 
cent, which is well within the margin 
of error of these calculations. 

So much for the purely statistical 
errors in Professor Musgrave’s report. 
The net effect of them is enough t 
vitiate his principal conclusion, regard- 
ing the high rate of taxation on persons 
with incomes under $1,000 and the 
“U-shaped ” curve of tax rates in our 
present system as a whole. Table 3} 
shows the difference between the results 
obtained by Professor Musgrave and 
those obtained by the present writer on 
the basis of the same theories of shift- 
ing, but using what I believe to be bet- 
ter statistics of income and expenditure, 
and the revised Department of Com- 
merce estimates of income and tax co- 
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‘eceips = tections for 1948. Professor Musgrave’s some new bases required by different 
| Moth figures are given in parentheses on the theories of shifting. 
Subject first line opposite each item, my own 

+. hath on the second. Table 4 presents the re- 
hink i vised data on basic distributions used When it comes to theories of tax i 


Theories of Shifting and Incidence 























00 in herein, in place of those given in Pro- shifting we are on highly controversial 
_ M8 fessor Musgrave’s Table 1, as well as ground. Professor Musgrave allocates 
a 
coal TABLE 3 
Ly sub. DISTRIBUTION OF TAXES (Muscrave’s ASSUMPTIONS): 1948 Tax PAYMENTS AS 
Per Cent or Tota, INcoMgE, By Money INcoME BracKETS 
income Under $1,000- $2,000- $3,000- $4,000- $5,000- $7,500 _All 
should $1,000 1999 2999 3999 4999 7,499 &over Classes 
rackets Federal 
nherit Personal income taxes .. (02) (34) (53) (66) (84) (11.1) (141) (9.2) 
ice the 0.3 3.0 48 6.1 76 8.0 16.1 78— 8.7 
Corporation income taxes (7.3) (5.1) (46) (4.5) (4.4) (46) (11.3) (6.6) 
yment, 38 4.1 46 4.7 5.0 6.3 8.9 5.3- 59 
ome of ES ee eee c (6.0) (5.2) (48) (4.8) (4.2) (4.0) (2.6) (4.0) 
dual 42 46 43 43 4.0 38 28 3.4 38 
ucing Contributions for social (30) (25) (39) (30) (23) (14) (05) (2.0) 
Since NN. cc eceea sages 16 2.1 3.2 28 2.2 16 Fr an) 
p s ift taxes ...... te at ae os a a 1.6) 05 
in the ae oe tenes co ae sid nae seam itd 1.7 04 
> some ee (16.5) (16.2) (186) (19.0) (193) (21.1) (30.1) (22.3) 
ase 10.1 13.8 16.8 17.9 18.9 19.7 30.1 18.8-20.9 
hat a State & Local 
Personal income taxes .. ae) ae oe ae (0.1) (0.3) (0.6) (0.3) 
10t re i eg ee oe 0.1 0.1 03 06 02 
of an Corporation income taxes (04) (03) (02) (02) (02) (02) (06) (0.4) 
y o 02 03 0 eo =a 03 
).2 pet | eee (58) (39) (36) (36) (34) (3.1) (20) (3.1) 
nargia so 85 3S 8S eee 29 
: Property taxes .......... (54) (39) (34) (32) (29) (28) (27) (3.1) 
26 2.7 28 2.9 3.0 28 3.0 29 
tistical Inheritance taxes ........ aay ec aaa ee Be Je — bs 
report. DO... wk ameeaene (116) (81) (73) (71) (67) (64) (63) (6.9) 
igh to 6.7 6.4 64 65 66 64 66 58 65 
egard- All Levels 
Sac cc escdvctten tear (28.1) (243) (259) (26.1) (260) (276) (363) (29.2) 
Ersoy 168 202 232 244 256 2%2 368 247-274 
1d the Total excluding social in- (25.1) (248) (22.0) (23.1) (23.7) (262) (35.8) (27.2) 
7 OD: Si ov cnuaiwntere 15.2 18.1 20.0 216 23.4 246 36.2 22.5-25.2 
in our 
ables Addenda: 
Per cent of total income . 28 8.1 16.3 19.4 14.4 168 22.2 100.0 
results Per cent of total & im- (19) (7.0) (148) (179) (134) (163) (288) (100.0) 
e and puted income* ....... 26 74 15.3 183 13.9 16.9 256 100.0 
iter on * After distributing corporation taxes and undistributed income among stockholders. 
shift- ** Less than 0.1 of 1 per cent. 
ye bet- Notes: Figures in parentheses are Professor Musgrave’s; those below are calculations based 


Fr on my statistical data but with identical assumptions as to shifting. In the “ All Classes” col- 
iture, umn the larger figure is the ratio of taxes to the total income (including income imputed accord- 
Com- ing to Professor Musgrave’s method) of the noninstitutional population; the smaller figure is the 
= ratio of taxes to the total of personal income including the institutional population. 
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most taxes on the basis of either wage 
and salary income or consumption. 
The taxes assigned to wages and sal- 
aries are part of the contributions for 
social insurance, which he prejudicially 
calls payroll taxes, and one eighth of the 
taxes On corporation income, amount- 
ing together to $4,046 million. The 
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butions paid by covered workers ap 
not taxes; if they are considered y 
taxes because the relation between th 
amounts received and the amounts pai 
are not strictly actuarial, the system; 
not insurance, but a gigantic fraud 
But Professor Musgrave not only trea 
the contributions of the general socij 


TABLE 4 


Basic DistrIBUTION For TAX ALLOCATION: IN PER CENTS ATTRIBUTABLE TO 
EacuH Money-IncoMe C.Lass 


Spending unit income brackets in thousands of dollars 











Item 
ee ee ene a ee 2.0 
ye ON oe oa sy swlicpaneeeme eee 28 
3. Total & imputed income .......... 2.7 
4. Total consumers’ expenditures ..... 3.9 
5. Consumers’ durables ............... 2.2 
6. Owners’ housing expenditures ...:.. 16 
7. Renters’ housing expenditures ...... 2.5 
8. Liquid asset holdings .............. 38 


Consumer Expenditures 


9. Tobacco 
10. Automobile transportation ...... 
11. Other transport 
12. Recreation 
13. Food 
14. Alcoholic beverages ............ 
15. Housing 
Oe... cc. 5 cetibhe wealee ses 
TR, een en 
BB, Or ONDE Oe GRIATIOD 6 okies ies se ones vas 
19. Wages covered by social security ... 
ee ANI MOI a oes asc Ra akin 6 
Be OTINOTS GROUNDS 6 ons one c cc ccccseses 
22. Nonfarmers’ income ............... 
23. Nonfarm business income .......... 
24. Home-owners’ income (nonfarm) ... 
Be: SROMGRTS INCOME... 606 cscs ccec nesses 
26. Federal income tax ................ 
Se. eeeee INCOM COT os. os ickccs scene 
28. Poll & personal property taxes ..... 1 
a INAS IN oS Oe ns ak gk 3 
30. Federal estate & gift taxes ......... 0. 
31. State inheritance taxes ............ 0 


e Ot SD tS ee OO 


Underl 1-2 2-3 


34 45 575 75-10 10&om 





76 16.1 195 145 173 6.0 17.0 
8.1 163 194 144 168 56 166 
79 160 190 142 168 56 178 
93 180 203 144 166 56 119 
56 18.2 200 158 17.0 6.6 146 
45 134 185 164 179 8.0 197 
145 199 23.1 140 123 48 89 
65 13.7 145 113 182 8.4 236 
114 21.1 229 144 13.7 3.9 87 
69 12.1 201 165 188 9.7 134 
92 210 23.7 133 165 58 95 
56 134 19.1 15.1 214 77 165 
114 205 219 142 146 45 83 
84 172 206 143 164 5.9 155 
96 184 221 147 145 5.0 116 
8.7 16.7 192 142 168 5.9 143 
16 56 81 90 18.0 6.7 506 
84 195 236 173 178 45 7 
73 293 31.1 163 12.0 2.1 04 
35 100 136 134 154 7.0 36.0 
144 170 134 88 167 6.0 179 
70 160 200 15.0 174 6.0 170 
29 72 107 96 180 53 454 
3.0 108 15.0 13.2 22.4 9.0 256 
7.7 = #192 223 135 185 46 129 
26 85 129 114 147 54 444 
03 41 84 83 190 106 493 
22 13.0 15.1 113 20.0 6.9 305 
6.1 140 173 129 13.7 48 282 
05 19 27 30 60 10.0 7538 
08 28 40 45 9.0 9.2 695 





social insurance system was sold to the 
American people on the argument that 
it was a genuine insurance system, 
which would return the contributions, 
with interest, to the workers who paid 
part of the contributions, in the event 
of death, old age, or unemployment. 
If it is an insurance system, the contri- 


insurance system as taxes, he even it 
cludes under that heading contributios 
to railroad and civil-service retiremett 
funds, which are strictly for the beneft 
of the contributors. 

Of course the part paid by employes 
is a burden on business and is pro 
passed on in full or in greater part 
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consumers. The part paid by the 
workers may well fall on them, al- 
though powerful unions with their in- 
sistence on ever-higher “ take-home 
pay” may have shifted part of it to 
consumers. Professor Musgrave has al- 
located to the workers all the amounts 
paid by them and one third of the 
amounts paid by employers. In my re- 
calculation (Table 4) I have allocated 
to the wage earners only the amounts 
paid by them and have used revised 
figures for the distribution of covered 
wages. 

Professor Musgrave allocated one 
eighth of the corporation income tax to 
wages and salaries, assuming a backward 
shifting. But if such backward shift- 
ing occurred it would mean that em- 
ployees of corporations paying high 
income taxes would be getting lower 
wages and salaries than employees of 
low or nontaxpaying corporations, 
which is plainly not the case. I have 
therefore distributed corporation in- 
come taxes equally between stockhold- 
ers and consumers. My own belief is 
that the income taxes that make con- 
sumers pay higher prices are not the 
income taxes of the current year, but 
those of previous years, because they re- 
duced the amount of investment in 
those years with the effect of reducing 
the present volume of production. 

If taxes paid by corporations are as- 
sumed to be taxes on the stockholders, 
it is logical to go along with Professor 
Musgrave and attribute the amount of 
these taxes to the stockholders as part of 
their income, in order that it may be 
taken away. But he went farther than 
that; he attributed to the stockholders 
not only 54.4 per cent of the amount of 
the corporation tax, but the whole of 
the corporations’ retained profits ($13.2 


billion). This procedure resulted in 
raising the apparent income of the over 
$7,500 class by $10.3 billion. His esti- 
mate of money income in this class was 
only $40.5 billion, and the imputation 
of the taxes, which was justifiable, 
raised it to $46.3. The addition of 
$10.3 more for undistributed profits 
raised it to $56.6 billion and made the 
apparent burden of taxes on this class 
only 463/566 as great as it really was. 
But there is no justification for allocat- 
ing undistributed profits to the income 
of stockholders. They are not available 
to the stockholders, except to the extent 
that they may result in raising the 
market price of the stock. They usu- 
ally have only a slight influence on the 
market price, and even if that were not 
the case the stockholder could only real- 
ize them by selling, and his profit from 
such sales is generally not regarded as 
income, either by accountants or econo- 
mists or statisticians, but as capital 
gains. Even tax authorities do not re- 
gard unrealized capital gains as income. 

In general Professor Musgrave’s allo- 
cation of excise taxes is reasonable and I 
have adopted it for most categories with 
only a few minor simplifications. But 
in a few cases a different allocation 
seemed more logical. Instead of allo- 
cating “luxury ” taxes entirely to the 
pattern of “all other ” consumption, I 
have allocated one third to consumer 
durables, which is self-evident for such 
things as furs and jewelry, and one 
third to recreation, on the twofold 
ground that sporting goods go with 
recreation and that recreation is in large 
part indulged in by the same persons 
who indulge in luxuries. I have also 
transferred one third of the “ electri- 
cal” excises from housing and general 
consumption to consumers’ durables, 
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with practically no effect on the distri- 
bution of the tax burden because the 
amounts are so small. 

As for state and local excises I have 
transferred two thirds of the general 
sales taxes from “all other ” consump- 
tion to “ general’ consumption, since 
they are generally levied on food, to- 
bacco, liquor and recreation as well as 
on miscellaneous purchases. Auto- 
motive taxes I have split into three 
parts: personal licenses according to ex- 
penditures on automobile transporta- 
tion; business licenses according to gen- 
eral consumption; gasoline taxes evenly 
divided between these two patterns. 
Insurance I have attributed one half to 
general consumption, as Professor Mus- 
grave did, but the other half I split be- 
tween owners’ housing expenditures and 
money income, to cover both fire and 
theft as well as life insurance. In view 
of the widespread use of life insurance 
to reduce inheritance taxes this seemed 
more reasonable than distributing it by 


consumption. As life insurance is a 


form of saving, perhaps taxes on it 
should have been distributed according 
to savings, or according to the distribu- 
tion of estate and inheritance taxes, 
which would have attributed more of 
these taxes to the upper income brack- 
ets; but that seemed a bit extreme. 

One third of the public utility taxes 
was transferred to “other transport ” 
on account of busses and street railways. 

Another important difference of opin- 
ion arises in connection with general 
property taxes. Professor Musgrave has 
three calculations, all showing them to 
be highly regressive throughout the 
range of incomes covered by his study. 
Even if they are regressive as measured 
by income, which I doubt, that would 
not necessarily mean that they are un- 


fair. Property may be as fair a bay 
for state taxation as income, since » 
many of the states’ activities are in. 
tended to maintain the value of prop. 
erty. But their regressive nature wa, 
I believe, exaggerated out of all 
semblance to reality by  Professo 
Musgrave’s assumptions as to thet 
incidence. 

In his ‘‘ standard case” he allocated 
one fourth of these taxes to consump. 
tion; one third to owners’ housing ex 
penditures; 14 per cent to rental in 
come; another 14 per cent to renters 
housing expenditures; and the rest tp 
dividends, consumer durables, and 
liquid asset holdings. 

He stated that “to the extent that 
the real estate tax is assessed upon the 
value of land, it is assumed to rest on 
the owner.” This is a sound principle, 
although it applies also, in my opinion 
and that of many others, to the tax on 
permanent improvements incorporated 
in the land, including most building, 
But he actually allocated the tax on 
farm land according to rental income, 
a series derived from income tax statis- 
tics and referring exclusively to money 
rents received by individuals from othet 
persons or corporations. Since nearly 
two thirds of all farms are owner 
occupied there is no justification for 
this procedure; there is no reason 
suppose that the distribution of owned 
farms by rental value is the same as that 
of rented farms. Moreover, the rental 
income reported for tax purposes is de- 
rived from all sorts of property, not 
merely farms, and a large part of farm 
rentals are paid to corporations or tak 
exempt institutions, or to other farmers. 

Since the division of taxes betweet 
those on farm land and those on farm 
improvements was based on_rathet 
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sketchy data, it is more convenient and 
perhaps theoretically more sound to 
treat them together. From this point of 
view Professor Musgrave allocated two 
thirds by rental income, one third by 
consumption. 

This allocation by consumption, 
which assumes that the taxes are passed 
on to purchasers of farm products, 
seems to me to be highly questionable. 
It is an axiom of tax-shifting theory 
that the only way a person on whom a 
tax is imposed can pass it on is by limit- 
ing the supply of the taxed article (or, 
in the case of backward shifting, limit- 
ing his demand for some other person’s 
product). It is unusual and usually 
uneconomic for a farmer to limit his 
crops because of taxes; on the contrary 
he might attempt to increase his crops 
in order to be able to pay the taxes; and 
limitation by individual farmers would 
have no appreciable effect on prices. 
All of the much-discussed difference be- 
tween farm and “ administered ” prices 
is based on the fact that farmers cannot 
or will not as a rule advantageously re- 
duce production because of low prices 
whereas most other producers can, will, 
or must. The same reasoning applies to 
production restriction on account of 
high costs or taxes on land or necessary 
equipment, or existing long-lived 
equipment even if it is not absolutely 
necessary. On the other hand there are 
some kinds of equipment that are 
merely cost-saving or convenient, and 
if the saving in cost were entirely offset 
by taxes they would be allowed to wear 
out and not be replaced. For this 
teason a very small part of the tax on 
farms might be shifted to consumers. 
I have therefore allocated one sixth on 
this basis, and have also used my re- 
vised rental income series (line 20 of 
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Table 4) with a weight of one sixth, to 
represent rented farms in part. Be- 
cause of its deficiencies I have also used 
the distribution of dividends to repre- 
sent rented farms, and farms operated 
by corporations. 

Farms are both homes and sources of 
income. Therefore the tax on farms to 
the extent that it is not shifted should 
be allocated partly on the basis of home 
values. Unfortunately there are no 
suitable statistics representing either the 
rental or sale value of farmers’ homes 
in relation to their incomes. Conse- 
quently I have used three additional 
series, giving each a weight of one sixth: 
one is the revised distribution of 
owners’ housing expenditures; the sec- 
ond is the distribution of taxes on 
homes as reported in the B.L.S. study 
for 1941-1942 (which unfortunately 
represents urban families only); and 
the third is a series constructed by my- 
self from the published material of the 
Survey Research Center, which is in- 
tended to show the distribution of 
farmers’ money income. 

The combination of these six series 
results in a distribution of taxes on 
farms bearing less heavily on incomes 
below $2,000 and above $7,500, and 
more heavily on those between $4,000 
and $7,500. 

Professor Musgrave allocated one 
third of the tax on rented residential 
real property to rental income (repre- 
senting the land) and two thirds to 
renters’ house expenditures (represent- 
ing the improvements). My studies 
have convinced me that at least half the 
taxes on improvements also fall on the 
owner. On the other hand the owner is 
often a corporation. For this reason I 
have allocated taxes on_ residential 


rented property one fourth by rental 


280 


income, one fourth by dividends, one 
fourth by renters’ housing expenditures 
and one fourth by renters’ income. 

Professor Musgrave allocated taxes on 
owner-occupied residential property ac- 
cording to his estimate of the distribu- 
tion of owners’ housing expenditures. 
But since housing expenditures are not 
a good measure of taxes on homes, I 
have also used the distribution of taxes 
on owner-occupied homes as reported 
by the B.L.S. for 1941. This could not 
be completely substituted for the hous- 
ing expenditures series because it was 
largely confined to urban families and 
moreover the situation may have 
changed since 1941. I have also used, 
with equal weight, the distribution of 
home-owners’ incomes, in the hope that 
it would partly make up for the de- 
ficiencies in the other two series, at least 
in the lower brackets. 

Professor Musgrave allocated one 
third of the tax on business real estate 
by dividends, representing the owners; 
and two thirds by consumption, repre- 
senting the part shifted. In my opin- 
ion not more than one fourth is shifted, 
and the owners’ share is not well repre- 
sented by dividends since much business 
real estate is owned by unincorporated 
businesses and much is rented. I have 
therefore used dividends, business in- 
come (line 23 of Table 4) and rental 
income (line 20) with equal weights to 
represent the owners’ share, which I be- 
lieve to be three quarters. 

Farmers’ personal property taxes 


were assumed by Professor Musgrave to 
be entirely shifted to consumers. I be- 
lieve that not over one half is so shifted, 
and allocate the rest on the basis of 
farmers’ income (line 21 of Table 4) 
and “ poll and personal property taxes ” 
(line 28). 


The first of these series I 
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constructed from S.R.C. and censy 


B.L.S. survey of 1941, which unfor. 
tunately refers only to urban familie, 
The combination should logically repre. 
sent farmers’ personal property taxa 
without too much error. 

Business personal property  taxe, 
which Professor Musgrave assigned en- 
tirely to consumption, are not in my 
opinion wholly shifted to consumer, 
High-taxed businesses must meet the 
competition of low-taxed businesses, 
Consequently I allocate one third of 
them on the basis of business income— 
series constructed from the 1948 in 
come-tax statistics, the 1948 Census of 
Consumer Income, and the S.RC 
studies for 1948. 

Professor Musgrave allocated one half 
of nonfarm personal property taxes by 
consumer expenditures for durabk 
goods and one half by holdings of liquid 
assets. I have supplemented these bases 
by using the poll and personal property 
tax series mentioned above, and also the 
distribution of money income, because 
the two series used by Professor Mus- 
grave represent only part of the per 
sonal property subject to taxation 
Theoretically the poll and personal 
property tax series should be the best 
basis for allocation, but it shows such 
an extremely high rate of progression 
that I did not dare to rely on it alone, 
since it was derived from only one sut- 
vey and that one seven years old and 
confined to urban families. 

This covers the main points of dif- 
ference between Professor Musgrave 
and myself. A comparison of the fig- 
ures in parentheses in Table 3 with the 
figures in Table 5 shows that they are 
considerable. Chart A brings out this 
fact also. 
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THE WIDTH OF EACH BRACKET CORRESPONDS TO ITS 
RELATIVE SHARE OF THE NATIONAL MONEY INCOME, 


Before attempting to draw a few 
generalizations from Table 5 and Chart 
A, I wish to make it clear that the na- 
ture of the statistical data makes it im- 
possible to obtain a really accurate 
picture of the distribution of the tax 
burden, even if there were no disagree- 
ments concerning the theory of tax- 
shifting. The S.R.C. estimate of over- 
all income distribution might be very 
inaccurate without greatly affecting the 
burden of taxes in each income bracket, 
but small errors in the composition of 
each bracket—the proportion of units 


deriving their income from _ various 
sources—might be serious. The adapta 
tion of B.L.S. consumption data for 
cities to the nation at large requires, a 
Professor Musgrave said, a “ rather in- 
volved and unsatisfactory procedure.” 
The conversion of income-tax data sup- 
plied by individual taxpayers on the 
basis of special legal definitions of in- 
come to spending units on the basis of 
economic income “ involves a good deal 


of difficulty and possible error.” 
I have uncovered some of Professor 
Musgrave’s errors, but have perhaps te 














No. 3] 


laced them by others of my own, 
which I hope are not so serious. His 
most serious statistical errors were the 
neglect of nonmoney income and the 
exaggeration of wage income in the 
lower brackets. His most serious theo- 
retical errors were in reckoning undis- 
tributed profits as a part of stockhold- 
ers’ income, and in distributing the 
tax on farm land according to rental 
income. 

Looking at my own calculations it 
seems to me that their chief probable 
weakness is in overestimating the tax 
burden on the lowest bracket, because I 
feel that either their nonmoney income 
has been underestimated or their money 
expenditures overestimated. As Profes- 
sor Musgrave said (p. 28): “Special 
caution is called for in interpreting the 
picture for the lowest income bracket. 
There is reason to believe that spending 
units in this bracket are composed, not 
only of genuinely low income units, but 
also of others which have incurred tem- 
porary losses but are normally in a 
higher bracket.” To which I add that 
many units whose money incomes en- 
title them to be placed in this class more 
or less permanently have total incomes 
over $1,000, in some cases over $2,000. 
I also raise a question as to whether any 
one on relief can properly be said to pay 
any taxes, since he has received gratui- 
tously from the government all the 
money that the government takes from 
him. Such persons are most numerous 
in the lowest two brackets. 

In spite of the foregoing reservations 
it appears to me to be established be- 
yond doubt that the national system of 
taxation as a whole is highly progressive 
in the matter of rates from $1,000 up. 
This is especially true of federal taxa- 
tion by itself. State and local taxes ap- 
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pear to be slightly progressive in the 
ranges of incomes between $1,000 and 
$15,000. Above $15,000 they are 
probably regressive in states that have 
no income taxes, or in which the high- 
est income tax rate is less than 7 per 
cent, since the only state and local taxes 
that are clearly progressive above $10,- 
000 in their effective rates are individ- 
ual income taxes and inheritance taxes. 

As for spending units with less than 
$1,000 of money income, some are 
heavily taxed in relation to their total 
income and some are not; the average 
burden on this class, whatever it may 
be, does not mean very much to the in- 
dividual units in the class. The same is 
true, of course, but to a much lesser 
degree, of units in other classes. Sta- 
tistical averages, even if mathematically 
correct, can be very misleading. Never- 
theless it is desirable that they should be 
correct. And if they are not, it is de- 


sirable that their weaknesses should be 
made known to all who might be in- 
clined to take them seriously. 


APPENDIX 
Table 1 

The ratios used in calculating total income for this 
study are italicized in Table 1. They were cal- 
culated by dividing average nonmoney incomes by 
money incomes, as reported in Table 3 of B.L.S. 
Bulletin No. 822, for classes up to $5,000, and Table 
18 for classes over $5,000. The latter were urban 
families only, but 86 per cent of all units in these 
classes were urban, so the error on this account 
must be slight. 


Table 2 

S.R.C. ratios from Federal Reserve 
August, 1950, p. 958, Table 10. 

Census ratios, 1949, from census release, Series 
P-60, No. 7, Feb. 16, 1951, p. 25, Table 10. 

Census ratios, 1948, from census release, Series 
P-60, No. 6, Feb. 14, 1950, p. 20, Table 8 and p. 
27, Table 16. 


Table 3 

The upper figures (in parentheses) in each line 
are taken from Professor Musgrave’s article, Tables 
7 and 11. The lower figures were calculated by the 
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same methods, using his figures for the amount of 
each kind of tax and his theories of shifting, but 
using the basic distributions given in my Table 4 
instead of those in his Table 1. 


Table 4 

Line 1: Copied from Professor Musgrave’s, except 
the subdivision of brackets over $7,500, which is 
derived from the S.R.C. distribution of spending 
units (Federal Reserve Bulletin, August, 1950, p. 
949, Table 1). 

Line 2: Computed by adding $13 billion of non- 
money income to the money income. Each money 
income bracket in line 1 was increased by the per 
cents italicized in Table 1 (B.L.S., 1941, urban and 
rural for brackets 0-$5,000, and B.L.S., 1941, urban 
for brackets $5,000 and up). The results added up 
to $188.9 billion and were raised proportionally to 
$189 billion. 

Line 3: Imputed income equal to one half of the 
tax on corporate profits was added to the total in- 
come in line 2, since one half of this tax was as- 
sumed to be borne by stockholders, but collected 
before it reached them. This amount ($6,485 mil- 
lion) was distributed among the income brackets in 
the same proportion as dividends (line 17). 

Line 4: These are Professor Musgrave’s figures for 
0-$2,000, and over $7,500. His figures were re- 
duced slightly for the $2,000-4,000 brackets and 
raised slightly for those between $5,000 and $7,500. 
This adjustment was based mainly on an analysis of 
the B.L.S. figures for 1947-1948 with an adjustment 
for the difference between urban and rural patterns 
of consumption mentioned in the text. It is also 
supported to some extent by the B.L.S. Survey of 
Spending for 1941. 

Line 5: These are Professor Musgrave’s figures, ex- 
cept that the over $7,500 bracket has been sub- 
divided. By comparison with lines 1 and 4 they ap- 
pear to be too high for the $2,000-3,000 and the 
$5,000-7,500 brackets, but no better figures are 
available. 

Line 6: Described in text. 

Line 7: Described in text. 

Line 8: The figures used by Professor Musgrave 
were taken from the Survey Research Center’s Table 
14 on p. 910 of the August, 1949, Federal Reserve 
Bulletin, which gives in rounded figures the per cent 
of liquid assets held by each income bracket. Table 
15 on the same page distributes liquid assets among 
spending units by deciles. From a comparison of 
these two tables the rounded figures have been re- 
fined by raising or lowering each one not more than 
0.5 per cent. These adjustments are confirmed by 
using Table 5 on p. 1590 of the December, 1950 
Federal Reserve Bulletin, which gives the per cent 
of units in each income bracket that held liquid 


assets. 

Lines 9 through 16: The ratios of expenditures to 
income (including personal taxes which the B.LS. 
had deducted) were worked out for the six cities in- 
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cluded in the studies of Consumer Spending py 
lished in the Monthly Labor Review, April aj 
December, 1949. This ratio for each item was a} 
justed to represent nationwide spending by multiph. 
ing it by the corresponding ratio between nationwik 
and urban spending shown by the Survey of Spenj 
ing and Saving in 1941 (B.L.S. Bulletin No. sy 
Tables 5 and 20). For income brackets above $5, 
the urban ratios were considered to represent th 
nation, since no rural figures were published for thy 
brackets. These adjusted ratios were then applied y 
the money income of each bracket and the sum ¢ 
the answers prorated among the brackets. 

No attempt was made to weight the cities in x 
cordance with their assumed importance in the urhy 
population, nor to adjust for the number of familig 
and single units. 

The distributions thus obtained were then com 
pared with Professor Musgrave’s, and his allocation 
were used if not drastically different or apparenth 
inconsistent with each other or with the princigk 
that consumption per capita increases with incom ® 
but usually at a lower rate than per capita incom 

In the case of food (line 13) Professor Musgrave 
figures were used with no change except an adjus. 
ment of 0.1 in the fourth column to make the totd 
for all brackets 100.0 per cent. 

In the case of alcoholic beverages (line 14) fe 
which no information is available in the B.L.S. 194- 
1948 study, an average was struck between Profesor 
Musgrave’s figures and those obtained from the 194 
study, and this average was further adjusted in th 
brackets between $2,000 and $7,500 to make: 
smoother progression against the number of units and 
a smoother regression against their incomes. 

Housing expenditures (line 15) were taken & 
rectly from Professor Musgrave’s Table 1 except fw 
the subdivision of brackets above $7,500. 

Line 17: The income tax statistics for 1948 i» 
clude in identifiable form only $4,971 million d 
dividends out of a total of $7,467 million reported 
by the Department of Commerce. Moreover becaut 
of the widespread practice of dividing stockholding 
among members of the family, in order to reduc 
taxes or for other reasons, they show fewer dividends 
in the upper brackets than were actually received by 
units in those brackets. Consequently I have mult 
plied the proportion of units owning stocks in eth 
income bracket at the beginning of 1949, as reported 
by the S.R.C. (Federal Reserve Bulletin, December, 
1950, p. 1590, Table 5), by the money income d 
that bracket, added the results and prorated them 
among the brackets. The results are not inconsistent 
with the income tax data if allowance is made fot 
the two facts just mentioned. There can be ® 
doubt that a large proportion of the tax returns 
porting dividends in gross incomes under $1,000, # 
under $2,000, were submitted by members of spent 
ing units with larger incomes. 

Line 18: The distribution of wages and salaries ¥# 
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obtained by multiplying the money income of each 
bracket by the proportion of units receiving wages or 
salaries (Table 2, first line), adding the amounts and 


prorating them. 
Line 19: The distribution obtained for line 18 was 


multiplied by the proportion of wage and salary re- 
ceivers engaged in covered occupations as shown by 
the $.R.C. and census studies. Every effort was made 
to follow Professor Musgrave’s method as closely as 
possible, with the single exception that the figures 
from line 18 differed from his, for reasons explained 
in the text. 

Line 20: The proportion of units receiving income 
from rents in each income bracket in 1949 (Federal 
Reserve Bulletin, August, 1950, p. 958, Table 10) 
was multiplied by the money income of that bracket 
in 1948, the results added, and the amounts prorated. 
This assumes that the average money income of units 
receiving rents was the same as the average of all 
units in the same income bracket and that the aver- 
age proportion of rent to money income received by 
each unit receiving rent was the same in each income 
bracket. Such assumptions are not unreasonable for 
the brackets under $7,500 but are very risky for the 
top open-end class. A check on this was provided 
by using the right-hand part of Table 10, showing 
the distribution of rent receivers by principal occu- 
pations, in combination with Table 2 (p. 950 of 
the same Bulletin) which shows the distribution of 
occupations by incomes in 1948. The ratios so ob- 
tained were used to distribute rental income among 
the brackets under $7,500. 

The amount assigned to the top bracket was raised 
from 41.0 per cent, as calculated, to 43.0 per cent, 
which was the figure obtained by multiplying the 
money income of this class by the ratio of rents and 
royalties to gross income as reported for the income 
tax; and the shares of the lower brackets were cor- 
respondingly reduced. 

Line 21: Farmers’ income was calculated in the 
same manner as rental income, except that both the 
S$.R.C. and the census distributions of farmers by 
income were used, and the results averaged. The 
amount over $7,500 was cut down from 29.3 per 
cent, the amount so calculated, to 23.0 per cent; 
and the other brackets increased proportionately. It 
did not appear possible that a larger proportion of 
farmers’ than of nonfarmers’ income could be in 
the top brackets. 

Line 22: Nonfarmers’ income was calculated in 
the same manner as farmers’. The top bracket was 
raised from 20.7 per cent to 23 per cent for reasons 
just stated, and the others reduced proportionately. 

Line 23: Nonfarm business income was calculated 
by ascertaining from the Census report on Consumer 
Income in 1948 (Series P-60, No. 6, p. 20, Table 8) 
the proportion of units in each income bracket that 
were either self-employed professional workers or 
self-employed proprietors, managers or officials, ex- 
cept farm; and applying these proportions to the 
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money income of each bracket; and prorating the 
results. Similar calculations were made from Table 
2, p. 950 and Table 15, p. 963 of the Federal Re- 
serve Bulletin of August, 1951, which, however, did 
not distinguish between professional persons on salary 
and those in business for themselves, and therefore 
could not be used. 

Lines 24 and 25: Home-owners’ income and 
renters’ income were derived from the §.R.C. Survey 
in the same manner as rental income and farmers’ 
income, using Table 15 on page 1597 of the Decem- 
ber, 1950, Federal Reserve Bulletin. 

Line 26: Federal income tax was allocated to the 
brackets under $4,000 in the same proportions as 
those published by Professor Musgrave. The upper 
brackets were assigned proportions derived from my 
own analysis of the Statistics of Income, 1948, and 
a calculation of the actual tax payable by persons 
within each bracket, assuming that they were dis- 
tributed by income and size of family in the manner 
shown by the Census of Consumer Income for 1948. 

Line 27: Described in text. 

Line 28: Constructed from B.L.S. Bulletin No. 
822, Table 34, page 186, by applying ratios of such 
taxes to total income of each class against its total 
income as reported by S.R.C. for 1948 and prorating. 

Line 29: Constructed like line 28, from B.LS. 
Bulletin No. 822, Table 22, page 123. 

Line 30: Income brackets under $7,500 were as- 
signed shares of the federal estate and gift taxes one 
third as great as their shares of dividends. The re- 
mainder was assigned to brackets above $7,500 in 
proportion to their shares of dividends. 

Line 31: Same as line 30 except that the shares of 
brackets below $7,500 were one half as great as their 
shares of dividends. 


Table 5 and Supplement 

Figures in the main Table 5 and those in the 
$7,500-10,000 column .of the supplement as well as 
the aggregate of those over $10,000 were obtained by 
using the series contained in Table 4. The amount 
of income and taxes assigned to brackets above 
$10,000 was distributed among those brackets on the 
basis of the income-tax returns for 1948, which give 
us data covering federal income tax paid; money in- 
come (adjusted gross income adding back the re- 
ported net losses); wages and salaries; dividends; 
rental income; business income (business and part- 
nership adding back net losses); and number of re- 
turns. State income tax was distributed one half on 
the basis of federal income tax, one half on the basis 
of money income. Estate and inheritance taxes were 
distributed on the basis of dividends. Consumer ex- 
penditures (lines 4-16 of Table 4) were distributed 
one half on money income and one half on the num- 
ber of spending units, which was assumed to be pro- 
portional to the number of income-tax returns in 
these three brackets. The effect of this was to make 
ali excise taxes and most property taxes moderately 
regressive. 
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FORTY-FOURTH ANNUAL TAX CONFERENCE, DALLAS, TEXAS, 
NOVEMBER, 26-29, 1951 


Arrangements now being completed for 
the Annual Conference in Dallas on No- 
vember 26 to 29 give promise of furnishing 
everyone in attendance with a full and well- 
balanced program of enlightment and enter- 
tainment. If you have not already received 
a letter describing in full detail the topics 
for discussion and schedule of activities for 
the four day meeting, it should be delivered 
to you within a few days. 

The program for the Forty-Fourth Con- 
ference will be a varied and interesting one 
covering a number of most important prob- 
lems in the field of taxation and tax admin- 
istration including the following: Tax 
Policies for the Present Economic Situation; 
The Audit of Tax Returns by Federal and 
State Agencies; Local Financing in the In- 
flationary Period; Taxation and Economic 
Incentives; New Developments in Property 
Taxation; Some Judicial and Constitutional 
Trends in Taxation; A Reappraisal of the 
Excess Profits Tax; Transportation Taxation 
by the States. 


The committee in charge of local arrang. 
ments, headed by Iverson Walker and jp. 
cluding many prominent Dallas citizens @ 
its roster, has assured us that the membey 
and delegates will depart refreshed by a good 
time as well as stimulated by the intellectuj 
fare. Local color will be provided by; 
barbecue Texas style. A style show, garden 
tour, book review, luncheons and sightseeing 
are in store for the ladies, and facilities wil 
be available at all times. 

As this issue goes to press it is too early 
to list the speakers for the various sessions 
However, the assurances of Kenneth 
Gemmill, Chairman of the Program Com 
mittee, leave the writer with the firm con 
viction that they will measure up to th 
finest speakers we have had at previous 
meetings. Among others we are expecting 
the Secretary of the Treasury and the new 
Commissioner of Internal Revenue who re 
cently left Dallas to come to Washington. 

Make your plans and reservations early. 





Public Finance (Finances publiques) is 
an “international quarterly journal devoted 
to the study of fiscal policy and related 
problems,” published in Amsterdam by 
Uitgeverij H. J. Paris under the editorship 
of Dr. J. A. Monod de Froideville. Arti- 
cles by contributors from many countries 
appear in English, French, or German. Ar- 
ticles in French or German are followed by 
brief summaries in English. The journal 
also publishes book reviews and a selected 


list of titles of articles appearing in Amef- 
can and European periodicals. Subscriptions 
from the United States are $5 a year. 


Readers of the JourNaAL will be inter 
ested to note that the Tax Institute, Inc, 
now has a new address—457 Nassau Street, 
Princeton, New Jersey. The Institute has 
long been well known in the field of public 
finance, especially for its research and pub 
lishing activities. 
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NEW MEMBERS 


CALIFORNIA 


Mr. SicvALD NIELSON, Lawyer 
Pillsbury, Madison & Sutro 
225 Bush Street, San Francisco 


COLORADO 


Mr. S. F. HutcHison, Deputy Assessor 
2251 Krameria Street, Denver 


INDIANA 


Mr. Ropert IRvING Cook 
Economics Department 
Tri-State College, Angola 


MISSISSIPPI 


Mr. LAWRENCE ADAMs, Atty. 
Laub, Adams, Forman & Truly, Natchez 


MISSOURI 


Mr. Harry GALKIN, Public Relations Counselor 
Edison Bros. Stores, Inc. 
315 Washington Avenue, St. Louis 


NEW YORK 


Mr. Eucene D. Massey, Auditor 
Calif. State Bd. of Equal. 
8013 12th Avenue, Brooklyn 28 
Mr. SAMUEL STEIN, Auditor 
Calif. State Bd. of Equal. 
2318 Laconia Avenue, New York 67 


TEXAS 


Mr. Osa F. ALEXANDER, C.P.A. 
Burleson & Alexander 
902 Praetorian Building, Dallas 
Mr. JoHN F. Stuart ArtTHur, C.P.A. 
Lybrand, Ross Bros. & Montgomery 
704 First National Bank Building, Dallas 2 
Mr. R. C. BARNETT, Tax Atty. 
The Western Union Telegraph Co., Dallas 1 
Mr. T. O. BELL, Asst. Secy. 
Mid-Valley Pipeline Co. 
Bramlette Building, Longview 
Mr. J. L. Boots, Land and Tax Agent 
405 Mkt. General Office Building, Dallas 
Mr. Roy E. Brown, Tax Collector 
Port Arthur 
Mr. J. W. BuLLIoN, Atty. 
Thompson, Knight, Wright, Weisberg & Simmons 
1801 Republic Bank Building, Dallas 
Mr. Curtis H. CapENHEAD, Partner 
Haskins and Sells 
1114 Magnolia Building, Dallas 2 


Mr. Rosert S. CALVERT 
Comptroller of Public Accounts 
State Capitol, Austin 
Mr. J. W. CAMPBELL, Jr., C.P.A. 
606 Gulf States Building, Dallas 
Mrs. MERLE CARPENTER 
City Clerk—Tax Assessor—Collector 
City Hall, Borger 
Mr. W. KyLeE CHAPMAN, County Comr. 
Precinct No. 1 
Harris County Court House, Houston 2 
Mr. Marvin K. Corti, Atty. 
Vinson, Elkins & Weems 
Esperson Building, Houston 
Mr. T. G. Cross, Tax Agent 
Lone Star Gas Co. 
1915 Wood Street, Dallas 
Mr. J. W. CursirtH, Manager 
Land Dept., General Crude Oil Co. 
P.O. Box 2252, Houston 


Mr. W. B. Davis, Director 
Gross Production Division 
State Comptroller’s Dept. 
State Capitol, Austin 
Mr. Cnas. H. Ditton 
Division Tax Engineer 
The Western Union Telegraph Co., Dallas 1 
Mr. Homer Jack FIsHER, Atty. 
Clark, Coon, Holt & Fisher 
1918 Republic Bank Building, Dallas 
Mr. Cuas. D. FREEMAN, Asst. Tax Comr. 
Sun Oil Co., Box 2880, Dallas 
Mr. H. E. Fussecr, Asst. Tax Comr. 
The Texas & Pacific Railway Co. 
709 Texas & Pacific Building, Dallas 2 
Mr. F. M. GrsouGn, Jr., Land and Tax Comr. 
Missouri-Kansas-Texas Railway Lines 
405 Mkt. General Office Building, Dallas 
Mr. Jack T. GLADNEY 
County Assessor—Collector, Alice 
Mr. RayMonp C. Harrison, Tax Comr. 
Southern Union Gas Co. 
1104 Burt Building, Dallas 1 
Mr. Weaver E. HOLianp, Vice-Pres. 
Dallas Power & Light Co., Dallas 
Mr. F. HonnNo.t, Asst. Land & Tax Comr. 
Missouri-Kansas-Texas Railroad Co. 
405 Katy Building, Dallas 
Mr. J. Pauw Jackson, Atty. 
Robertson, Jackson, Payne, Lancaster & Walker 
805 Republic Bank Building, Dallas 
Mr. Frank D. JoHNson, Tax Assessor—Collector 
Box 1310, Kingsville 
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Mr. Ausrey L. JoNEs 
Tax Assessor—Collector 
Box 496, Pampa 
Mr. S. E. Kerr, Tax Agent 
Lone Star Gas Co. 
1915 Wood Street, Dallas 1 
Mr. C. Wooprow LAUGHLIN, County Judge 
P.O. Box 1375, Alice 
Mr. Ortis E. Lock, State Senator 
Box 1275, Lufkin 
Mr. Rospert L. Lyon, Assessor—Collector 
P.O. Box 178, Edinburg 
Mr. ARTHUR MABERRY, Tax Consultant 
400 E. 11th Street, Dallas 
Mr. Georce H. Mars, Vice-Pres. 
Western Pipe Line Constructors, Inc. 
Box 798, Austin 
Mr. Crawrorp C. MARTIN, Lawyer 
Box 417, Hillsboro 
Mr. WriGHT MatTHeEws, Atty. 
Leachman, Matthews & Gardere 
505 Republic Bank Building, Dallas 
Mr. A. R. May 
Tax Assessor & Collector, McKinney 
Mr. R. D. McCrum, Director of Research 
Texas Industrial Conference 
Chamber of Commerce Building, Dallas 2 
Mr. EuGENE McELvaNney, Vice-Pres. 
First National Bank in Dallas, Dallas 
Mr. JAMES F. MELTON, Manager 
Taxation of Legislation Dept. 
West Texas Chamber of Commerce 
Box 1561, Abilene 
Mr. Forrest D. NeEtson, C.P.A. & Director 
Intangible Tax Division 
State Comptroller of Public Accounts, Austin 
Mr. Cuas. C. Orr, Jr. 
City Tax Assessor—Collector, Denton 


Mr. Cartos J. PaLacios 
County Judge, Laredo 
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Mr. C. L. ParisH 
Chief Deputy Assessor, Dallas 
Mr. C. R. Perkins, Secy. & Treas. 
Mid-Valley Pipeline Co. 
Bramlette Building, Longview 
Mr. V. V. Peters, Manager 
Tax Department, S. W. Territory 
Sears, Roebuck & Co. 
Dept. 568 S. W. ° 
1409 South Lamar, Dallas 
Mr. W. I. Pratt, Assessor—Collector 
Box 1223, Midland 
Mr. J. A. Prickett, Appraiser 
White Plaza Hotel, San Antonio 
Mr. NorMAN REGISTER 
Assistant Assessor & Collector, Dallas 
Mr. Mirton D. RICHARDSON 
County Judge, Edinburg 
Mr. Car S. SMITH 
County Tax Assessor—Collector, Houston 
Mr. Ray Stapp 
Tax Assessor ¢¢ Collector 
c/o City Hall, Odessa 
Mr. J. T. Succes, General Counsel 
The Texas & Pacific Railway Co. 
914 Texas & Pacific Building, Dallas 2 
Mr. Frank C, Taytor, C.P.A. 
Peat, Marwick, Mitchell & Co. 
920 Mercantile Securities Building, Dallas 
Mr. Mac A. Tracy, Tax Comr. 
Lone Star Gas Co. 
1915 Wood Street, Dallas 1 
Mr. Epwarp L. Witson, Atty. 
Carrington, Gowan, Johnson & Walker 
1900 Mercantile Bank Building, Dallas 


VENEZUELA 


UNIVERSIDAD CENTRAL DE VENEZUELA 
Facultad de Ciencias Economics Y Sociales 
Caracas 














